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Objects of the Society 


“To cultivate, promote and disseminate knowledge and infor- 
mation concerning accountancy and subjects related thereto; to 
establish and maintain high standards of integrity, honor and 
character among certified public accountants; to furnish infor- 
mation regarding accountancy and the practice and methods 
thereof to its members, and to other persons interested therein, 
and to the general public; to protect the interests of its members 
and of the general public with respect to the practice of ac- 
countancy ; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to accountancy 
and the practice and methods thereof; to correspond and hold 
relations with other organizations of accountants, both within 
and without the United States of America; to establish and 
maintain a library, and reading rooms, meeting rooms and social 
rooms for the use of its members; to promote social intercourse 
among its own members and between its own members and the 
members of other organizations of accountants and other persons 
interested in accountancy or related subjects; and to do any and 
all things which shall be lawful and appropriate in furtherance 
of any of the purposes hereinbefore expressed.” 


—From the Certificate of Incorporation. 
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The New York Certiviep Pustic AccouNTANT ts issued 
quarterly to members. Copies may be obtained at the office 
of the Society at twenty-five cents per copy. All other 
communications relating to this publication should be 
addressed to the Committee on Publications. 


Copyright, 1936, by 
THE NEW YORK STATE SOCIETY OF 
CERTIFIED PUBLIC ACCOUNTANTS 


[The matter contained in this publication, unless otherwise stated, will 
not be binding upon the Society; and it should be understood that any 
opinions expressed in articles published herein are the opinions of the 
authors of the articles, respectively, and are not promulgated by the Society.] 
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Section 77-B of the Federal Bankruptcy Act 


By W. MONTGOMERY 


:;CTION 77-B of the Bankruptcy Act, which became law on June 7, 1934, 

was enacted in response to a widespread economic demand that there be 
set up under the jurisdiction of the Federal courts an efficient machinery for 
the reorganization of distressed corporations. The enactment of such a 
statute was advocated originally in the latter days of ex-President Hoover’s 
administration, when economic conditions were threatening the stability of 
large corporate enterprises, and many of them were faced with the necessity 
of revamping their capital structures, and scaling down their debts. 

The only machinery available for this purpose prior to the enactment of 
section 77-B was an ordinary bankruptcy proceeding, or the cumbersome 
and unsatisfactory processes of equity receivership. But, in bankruptcy, 
reorganization could not be effected except through the sale of the corporation’s 
assets, usually at public auction, and at sacrificial prices, with consequent 
destruction of the interests of stockholders, and in an equity receivership, 
a dissenting minority, however small, could compel the sale of the assets for 
the purpose of realizing for the dissenters, their pro rata interest. 

The machinery afforded by section 12 of the Bankruptcy Act for effect- 
ing a composition settlement was available only as respects unsecured debts, 
and until the amendment to section 63 of the Bankruptcy Act, in 1934, the 
claims of landlords for subsequently accruing rent were neither provable, nor 
dischargeable, and, therefore, could not be affected by a composition settle- 
ment. 

A receiver appointed in equity to conserve the assets of a corporation, 
had no power or authority outside of the jurisdiction of the district court 
by which he was appointed, and, consequently, ancillary receivers were 
necessary in every district in which the corporation had assets. 

There was always a tendency on the part of equity receivers to prolong 
the receivership in order that their compensation might thereby be increased, 
and the result was mounting expense, which became the subject of wide- 
spread criticism and eventually of Congressional investigation. 


Congress Sought Corrective Measures 
The remedy for this unsatisfactory state of affairs was sought by Con- 
gress in the power given it by article 1, section 8 of the Constitution: 


“to enact uniform laws on the subject of bankruptcies.” 


It was found that this constitutional grant of power was far broader than 
had ever been exercised by Congress, and that in fact, Congress had the 
power to enact almost any legislation for the adjustment of the contractual 
relations between a financially embarrassed person or corporation and his 
or its creditors. 

The first of the new series of enactments whereby Congress has ex- 
tended the use of its constitutional powers was section 74, having to do 
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with compositions and extensions by individuals. This was followed by 
the enactment of section 75, having to do with compositions and extensions 
by farmers, section 77 dealing with the reorganization of railroads, section 
80, having to do with the reorganization of municipalities, and finally by 
the enactment of section 77-B, dealing with the reorganization of corpora- 
tions generally. 

There is some uncertainty as to exactly what types of corporations 
are permitted to reorganize under section 77-B, arising from the fact that 
the statute merely provides that it applies to any corporation which could 
become a bankrupt. But, while under the Bankruptcy Act proper, many 
types of corporations can be adjudicated bankrupt on their voluntary peti- 
tions, corporations which can be adjudicated bankrupt on an involuntary 
petition are limited to moneyed, business and commercial corporations, ex- 
cept building and loan associations, and municipal, railroad, insurance or 
banking corporations. 

It is believed, however, that the phrase in 77-B; “any corporation which 
could become a bankrupt under section 4 of this Act” is inclusive of all 
corporations covered by section 4, and these are defined by section 1, sub- 
division 6 of the Act, as including: 

“all bodies having any of the powers and privileges of private cor- 
porations, not possessed by individuals or partnerships, together with 
limited or other partnership associations organized under laws mak- 
ing the capital subscribed alone responsible for the debts of the 
association, joint stock companies, unincorporated companies and 
associations, and any business conducted by a trustee or trustees, 
wherein beneficial interest or ownership is evidenced by a certificate 
or other written instrument.” 


In other words, it would seem that not only moneyed, business and 
commercial corporations may be reorganized under section 77-B, but also 
associations, non-profit membership corporations, and certain types of 
limited partnerships, such as common law or Massachusetts trusts, and 
the like. 

Test Set for Action under 77-B 


While a voluntary petition in an ordinary bankruptcy proceeding may be 
filed by any individual or corporation, whether solvent or insolvent, a voluntary 
proceeding under section 77-B can only be commenced by a corporation which 
is either insolvent by the test of the fair value of assets as against liabilities, 
or merely is unable to meet its current obligations as they mature. 

Another important innovation to be found in section 77-B is that the 
district court in which the proceedings are commenced, acquires exclusive 
jurisdiction of the debtor and its property wherever located, and a trustee, 
or trustees appointed by the court of original jurisdiction may exercise their 
powers throughout the country without the necessity of applying for the 
appointment of ancillary receivers in other districts where corporate assets 
may be situated. 
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The exclusive jurisdiction feature has been the subject of some discussion 
by the courts, and in a recent decision in the Western District Court of New 
York, the Court went so far as to hold that a subpoena might be served 
validly in Michigan in a plenary suit, arising out of bankruptcy proceedings 
in the New York District. This decision is generally regarded as erroneous 
aud any such proceeding certainly was never contemplated by Congress. 

Again section 77-B, by its express terms, disposes of the necessity of 
the appointment of any trustee whatsoever, and the corporate debtor may 
be permitted to remain in possession of its assets and may be allowed to 
continue the operation of its business. 

The exercise of this power is a troublesome one, and its wisdom is the 
subject of widely conflicting views. From the point of view of the debtor, 
it is, of course, highly desirable that if it is to reorganize and continue its 
business, there should be no unnecessary interference with its management. 
It eliminates, furthermore, the expense incidental to the fees of a trustee 
and his counsel, and the attendant expense of an inventory, which a trustee 
must take, immediately upon his qualification, to establish the limits of his 
responsibility. The argument also is advanced that in the case of a large 
operating enterprise, a trustee usually can do nothing else than retain the 
old management and can exercise, in the nature of things, only superficial 
control over its activities. 


Trustee Considered Important Safeguard to Members 


These arguments are sound and convincing, if the management is rea- 
sonably capable and morally unimpeachable, but where the corporation’s 
financial difficulties have come about through inefficiency on the part of the 
management, or because of fraudulent diversion of corporate assets, the ap- 
pointment of a trustee offers the only safeguard to creditors against further 
dissipation of assets. 

While a trustee may not be able to prevent operating losses, he is at 
least in a position where he may bring promptly to the attention of the court 
and the creditors, conditions which, if fully disclosed, would cause either the 
dismissal of the proceeding or the liquidation of the assets or in any event, 
a discontinuance of operations. Where substantially all or more than a 
majority of the stock of a corporation is held by a single individual, who there- 
by has complete control of the board of directors and of the management and 
operation of the business, it is in many cases most unwise to allow the debtor 
to remain in possession. Unlike a corporation whose capital stock is scattered 
widely, and whose board of directors is representative of interests other than 
the actual management, there is in the case of a “one-man” corporation, no 
actual supervision of operations by a genuine board of directors, and, conse- 
quently, no safeguard against the diversion of assets in fraud of creditors. 

There are reported to have been instances, under 77-B, where debtors 
have been left in possession of their assets with no bond for the protection 
of creditors, with the result that several months later it was discovered that 
a substantial portion of the assets had vanished, either through mismanage- 
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ment, or theft. I have heard an unverified report of one case in which it 
subsequently was discovered not only that the assets had disappeared, but 
the officers of the debtor likewise had vanished to parts unknown. 

My own view is that only in exceptional cases should the court, upon 
the debtor’s unsupported application, permit a debtor to remain in possession 
and that it is a safer and better policy for the court to appoint a trustee to 
serve at least until creditors and stockholders have had an opportunity to 
express their views at the hearing for final determination of this question, 
held thirty days after the approval of the petition. If, upon hearing the views 
of the creditors and stockholders, such action appears wise, the judge prop- 
erly might put the debtor in possession. 


Finding of “Good Faith” an Essential 


The judge is confronted at the outset of a 77-B proceeding with the 
necessity of determining whether or not the debtor’s petition has been filed 
in good faith, and he must make a finding of good faith before approving the 
petition. The petition for reorganization does not in itself necessarily set 
forth sufficient information for him to make an intelligent ex parte finding 
on this point. 

The law only requires that the petition shall state the nature of the busi- 
ness of the debtor; in brief description, its assets, liabilities, capital stock and 
financial condition; whether or not any prior proceeding is pending, and if 
so, the name of the court and the nature of the proceeding; facts showing the 
need for relief under the section; that the corporation is insolvent or unable 
to meet its debts as they mature, and that it desires to effect a plan of re- 
organization. No operating statements are required to be filed, not even a 
certified balance sheet. 

It is axiomatic that a corporation seeking relief under 77-B will reveal, 
in its petition, as little unfavorable information as possible with respect to 
its financial condition. There is no requirement that the petition shall reveal 
any inkling of the plan of reorganization thereafter to be proposed, or whether 
or not the debtor has conferred with its creditors as to its future course. Nor 
is there any provision in the Act requiring the judge to delay approval until 
the creditors and stockholders have had an opportunity to be heard. 

Because the court acquires no jurisdiction of the debtor, or its property, 
until the approval order has been entered, the judge almost is compelled to 
determine these questions promptly and summarily in order to give the cor- 
poration protection against levy and seizure of its property. As a result of 
this situation, many petitions have been approved not only in this district, 
but throughout the country, upon inadequate information where, if the full 
facts were known, the court undoubtedly would have refused approval on 
the ground that reorganization is not feasible, or because the debtor actually 
was seeking not to reorganize, as contemplated by the Act, but merely to 
effect a composition settlement with its unsecured creditors. The courts 
have defined “good faith” as meaning not only absence of fraudulent intent, 
but also as including at least the possibility of successful reorganization. 
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Compositions, such as may be effected under section 12 of the Act, were 
never intended to be embraced within the meaning of the word “reorganiza- 
tion.” Yet, in a substantial percentage of cases, 77-B has been employed for 
this purpose instead of section 12. The term “reorganization,” in my opinion, 
should be defined in the Act in such manner as to exclude mere compositions. 
The absence of such definition has resulted in burdening the courts with 
numerous cases which should have been brought under the Bankruptcy Law 
proper, and it is the cause of much of the criticism directed against the 
section. 

When it is considered that 77-B does not permit the judge to utilize the 
services of the referee, as in ordinary bankruptcy proceedings, but only per- 
mits him to refer matters to a special master to hear and report, and must sign 
personally all orders, and supervise every step in the proceeding, it will be 
appreciated readily that the misuse of 77-B places upon the judges an addi- 
tional unwarranted burden of work. 


Size and Number of Cases Burden Judges 


Even with the elimination of the cases which are brought improperly 
under 77-B, the burden upon the Federal judges in such districts as New 
York and Brooklyn, is tremendous. The supervision of a single case of the 
magnitude of the Paramount-Publix proceeding, or the United Cigar Stores, 
or Postal Telegraph and Cable Company, or any one of a dozen other huge 
enterprises which are utilizing the machinery of 77-B for reorganization, 
would in itself, tax the endurance of a judge. But, each of our judges are 
burdened, not with one of these and cases of other size, but with scores, of 
which they must know and remember the intricate details in order to make 
intelligent decisions. 

The situation has been alleviated somewhat by the adoption of the new 
rules of practice with respect to 77-B, recently promulgated for the Southern 
District of New York. These rules have been designed, among other things, 
to furnish the judges at the outset with sufficient information supplemental 
to the data required by the statute to enable them to make an intelligent de- 
termination as to whether or not the petition for reorganization should be 
approved. They are thus able, to some extent, to cull out and disapprove 
petitions where the only relief possible is composition or liquidation. What is 
required, however, is an amendment to the Act enabling the judge to refer 
matters specially or generally to referees or special masters with power to 
hear and determine the issues referred, and with power to enter orders as in 
bankruptcy, subject to review only, by the judge. 

It has been decided by the Circuit Court of Appeals that while a debtor, 
continued in possession by order of the court, holds a position analogous to 
that of a receiver in equity, authority to bind the estate by purchases on 
credit must be found in the order of appointment or in subsequent orders. 

It is, therefore, essential if merchandise is to be shipped on credit after 
the approval of a 77-B petition, that the order allowing the debtor to con- 
tinue, be examined. Even though such order permits the debtor to purchase 
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and sell for cash or on credit, the Circuit Court has held that any unusual 
contract would require express authorization. 

Merchandise delivered on the eve of the filing of a petition for reorgan- 
ization cannot be reclaimed on the theory that there was a fraudulent intent 
not to pay for the goods at the time the purchase was made, if the debtor 
was, in fact, solvent by the asset-liability test, even though unable to meet 
its debts as they mature. This precise question was decided by Judge Byers 
of the Eastern District Court, in Matter of James Butler Grocery Co. He said: 

“The statement of condition filed with the petition of the debtor, 
reveals solvency by a substantial margin; therefore, it would be impos- 


sible to impute to the debtor knowledge to the contrary. A debt con- 
tracted before the filing cannot be treated as an administration expense.” 


Important Provisions Concerning Priorities 

Section 77-B contains no express provision creating priorities for wages, 
taxes, and similar claims, which, in a bankruptcy proceeding proper are en- 
titled to priority. 

Section 64 of the Bankruptcy Act, creating these priorities, is not applic- 
able to 77-B unless and until an order has been entered directing the liquida- 
tion of the estate. Authority for granting priorities must, therefore, be found 
elsewhere. There is, of course, a Federal statute creating priority for Federal 
tax claims, and the District Court for the Western District of Pennsylvania 
has held that taxes owing to the states likewise are entitled to priority. 

Section 77-B expressly provides that “unsecured claims which would 
have been entitled to priority over existing mortgages if a receiver in equity 
of the property of the debtor had been appointed by a federal court, shall 
be entitled to such priority, and the holders of such claims shall be treated 
as a separate class of creditors.” By this provision, there is incorporated 
in 77-B the doctrine of priority for so-called “six-months claims,” developed 
by courts of equity, whereby claims for current operating expenses are to 
be paid out of the property under certain circumstances in preference to 
the satisfaction of mortgages. 

As this doctrine has been developed, it applies only to labor and sup- 
ply claims, and has been limited to public service corporations including 
railroads, telephone and telegraph, canal and irrigation, steamship, gas, 
power and other similar quasi public enterprises. 

The priority attaches only in the event the wage or supply claim either 
is granted priority by statute, or the services or supplies were rendered or 
delivered within a reasonably short period of time immediately preceding 
the receivership, and the circumstances indicate no intent to extend long 
term credit to the corporation. 


Limitations on Priority 
The priority attaches only to ircome and not to corpus, unless there 
has been a diversion of income to the benefit of the mortgage holder (in 
which case the extent of the diversion measures the extent of the priority) 
or the court finds it necessary to pay such claims to enable its receiver or 
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trustee to secure the credit necessary to enable him to continue operations. 

Priority wage claimants, under this doctrine, are limited to regular 
employees, engaged in the actual, every-day operation of the enterprise, 
and not to wage claims arising out of new construction or betterment. 
Current supply claims, to be entitled to the priority, must have been con- 
tracted, not on the credit of the business, but on the expectation that they 
would be paid out of current revenue, and the supplies must have been 
necessary to the every-day operation and maintenance of the business, and 
not for permanent improvements. 

While, as stated, this rule is limited, by the weight of authority to 
public utilities, it has been applied in some jurisdictions to private cor- 
porations also. 

Question has been raised as to whether some adaptation of this rule 
might not advantageously be incorporated in 77-B to apply to private as 
distinguished from public service corporations. The suggestion has been 
made that claims for merchandise furnished to the debtor immediately prior 
to the filing of a petition for reorganization, where, according to the terms 
of sale, payment is not due on the date of the filing of the petition, should 
be treated as a separate class, and granted priority over other unsecured 
creditors of the same class. 

Were such an amendment deemed wise, and I do not wish to be under- 
stood as advocating it, but merely am offering it for consideration, a degree 
of protection would be afforded to supply claimants, similar to that arising 
out of their right of reclamation in bankruptcy where the merchandise was 
delivered on the eve of the failure. It would tend also to prevent a cor- 
poration from loading up with merchandise in anticipation of a 77-B pro- 
ceeding, with the knowledge that claims for such merchandise would be 
frozen along with the corporation’s other prior indebtedness. The current 
complaint of business men, that they have no reliable means of forecasting 
whether or not a 77-B proceeding is about to be instituted, and in fact have 
no means of knowing that a petition has been filed until after it has been 
approved, and are thereby misled into making shipments which they would 
not have made had they anticipated the immediate freezing of the purchase 
price, would be relieved substantially if such provision were incorporated 
in the statute. 

To what extent the rights of secured creditors may be affected by a 
plan of reorganization under 77-B is a question which is troublesome and 
undoubtedly will require clarification by a decision of the United States 
Supreme Court. 

Effect on Rights of Secured Creditors 


The Act definitely contemplates that the rights of secured creditors 
may be affected by a plan of reorganization, either by consent of two- 
thirds of each such class, or in the absence of such consent, by payment 
to the secured creditors of the value of their security. But, does this power 
go so far as to permit of the destruction of the interest in the security owned 
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by a dissenting minority? In a recent decision in the Western District 
Court of Michigan, a plan of reorganization was confirmed over the objec- 
tion of a minority where the plan provided for issuance of preferred stock 
to the holders of participating certificates in a mortgage. The Court said 
that preferred stock in a going business is better security than an interest 
in a mortgage on an empty factory. The dissenting minority complained 
that they were being deprived of their property without just compensation, 
in violation of the fifth amendment to the United States Constitution. 

In Louisville Joint Stock Land Bank against Radford, holding the Frazier- 
Lemke Act unconstitutional, the United States Supreme Court held that 
the exercise of the bankruptcy power is limited by the provisions of the 
fifth amendment, but pointed out that the bankruptcy power may be greater 
with respect to debts incurred after the enactment of a statute, than with respect 
to debts antedating the enactment of the statute. 

In discussing the provisions of the Frazier-Lemke Act, the Court ob- 
served that prior to its enactment, no statute or decision had been found 
compelling a mortgagee to relinquish the property to the mortgagor free 
of the lien, unless the debt were paid in full. Nor had anyone, prior to 
the enactment of that Act, sought to compel the holder of a mortgage to 
surrender to the bankrupt either the possession of the mortgaged property 
or the title, so long as any part of the debt thereby secured remained un- 
paid, nor to modify, either in the interest of the debtor or of other creditors, 
any substantive right of the holder of a mortgage valid under Federal law. 

Obviously referring to the railroad and corporate reorganization Acts, 
the Court intimated, but did not decide, that in case of a composition, the 
claim of a secured creditor may be affected when the holder is a member of a 
class. There has been no decision on this point except in the lower courts, and 
it is difficult to see a distinction between the destruction of an entire mortgage, 
created before the enactment of the Act, and the destruction of a fractional 
interest in such an entire mortgage. The question is one of the utmost im- 
portance, and if it should be held that Congress does not have the power 
which was exercised in the Michigan case which I have referred to, plans 
of reorganization in the future will differ necessarily, in many instances, 
from many that are now being proposed and confirmed. 

In case of failure of a plan of reorganization, or in case no plan is pro- 
posed, the Act gives the judge but two alternatives: Either he must dis- 
miss the proceeding, or, if he finds the corporation insolvent by the asset-liability 
test, he may order liquidation. 


Importance of Accountant’s Services Stressed 


The question of insolvency is important also in connection with the 
rights of stockholders, because no provision need be made for them, unless 
there is a surplus of assets over liabilities. Whenever the issue of in- 
solvency enters into a reorganization proceeding, the services of an ac- 
countant immediately become necessary, and the court is confronted with 
the difficult question as to whether or not potential values as distinguished from 


a 
( 
\ 
1 
¢ 
4 ( 
IT 
a 
a 
n 
} 
p 
4 1] 
e 
s 
1 
? e 
if a 
; \ 
U 
} l 
4 1 
Cc 
] 
of 


actual current values, may be taken into account. It is the very purpose 
ol a reorganization proceeding to conserve potential values for the benefit 
of stockholders, and the judges have insisted, quite properly, I think, upon 
strict proof of insolvency before confirming a plan which makes no pro- 
vision for stockholders, and before ordering liquidation. The anomalous 
situation exists that if the corporation is not in fact insolvent by the asset- 
liability test, but fails to present an acceptable plan, the court may not, 
even with the consent of the debtor, order liquidation, but must, in such case, 
dismiss the proceeding, leaving the corporation thereafter either at the 
mercy of its creditors, or confronted with the necessity, after the dismissal of 
the reorganization proceedings, of filing a voluntary petition in bankruptcy. 

The problems of accountancy involved in the reorganization of a cor- 
poration are no less important than the problems of law. The accountant 
and the lawyer must work side by side if constructive results are to be 
accomplished. 

Upon a correct and expert analysis of the corporation’s operating state- 
ments depends the feasibility of successful reorganization. Proof of feasi- 
bility is an important prerequisite to confirmation. Such proof requires the 
preparation and presentation in evidence of comparative balance sheets show- 
ing the condition of the corporation before and after the proposed plan takes 
effect, and the preparation of a tentative operating statement showing pro- 
spective profits after giving effect to the plan proposed. 

In conclusion, may I say that I believe sincerely that 77-B is one ef the 
most constructive pieces of legislation that has been enacted by Congress 
in many years. Its administration and interpretation, at the present time, 
is fraught with difficulties and uncertainties of interpretation, which are in- 
evitable in the case of any new statutory enactment. The failure of the 
United States Supreme Court to adopt general orders regulating the practice 
and procedure under the Act, has resulted in the unsatisfactory situation 
where each separate district, and in many cases individual judges within a 
single district, have adopted their own unwritten rules of practice. 

This situation has been remedied in the Southern District of New York 
by the adoption of the rules recently promulgated and, as time goes on, the 
uncertainties that are causing annoyance and confusion will disappear grad- 
ually. Much of the criticism directed at the Act arises through misunder- 
standing of its intent and purpose. It is intended to be, and is, a statutory 
substitute for equity receivership. It is not a bankruptcy statute in the sense 
in which the country has been accustomed to the use of that term. As a 
substitute for the cumbersome and costly Federal equity receivership pro- 
ceedings, there can be no question but that it represents a marked improve- 
ment. It provides the best method yet devised for conserving equities. 

Had this statute been enacted promptly upon the recommendation of 
President Hoover, in 1932, many of the failures occasioned by the depression 
could have been avoided. 


Presented at January 13, 1936 meeting of The New York State Society of Certified Public Accountants. 
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Material Facts for Credit Purposes 
By Pure F, Gray 


HE subject of credit information, while very broad in scope, has been 

so tremendously important to most of us that for many years we have 
written and read about it, as well as talked and listened to talks about it. 
It is, therefore, with some trepidation that I attempt to introduce any novel- 
ties into its discussion. 

What are material facts, and can it be said that there is a set of facts 
which is invariable and upon which the granting of credit should depend? 
Forty years ago, I am told, one of the well known Wall Street banks had 
only one credit investigator who, after delivering shipments of currency to 
the express office, made the necessary credit inquiries, and upon returning 
to the bank, wrote them in longhand in a bound book. Of course, a financial 
statement was then seldom available, and yet that bank prospered, as did 
many other business organizations like it, and is still a leading institution. 
The relative material facts, we assume, were known by the loaning officers, 
and consisted principally of their intimate knowledge of the business and 
their confidence in the management of the respective borrowers. 

We believe we progressed after that, and during the next thirty-five 
years, through a gradual process of educating the borrower and ourselves 
it became customary to receive a balance sheet and profit and loss statement 
duly certified by public accountants. This change was brought about by the 
increasing complexity of business methods—the creation of larger corpora- 
tions with subsidiaries involving consolidated balance sheets and _ the 
occasional failure of older managements to cope with changed conditions. 
Notwithstanding the opportunity to review this additional information ac- 
quired, and with the aid of a corps of investigators and analysts, credit losses 
among banks and commercial houses were heavy during 1930, 1931 and 1932. 
Some will say that there were extraneous influences just preceding and 
during these years, but when a credit man checks a shipment of merchandise 
or a loaning officer makes a loan, payment for which is not recoverable, it 
goes on the score-card just the same as any other missed putt, whether the 
influences are extraneous or intrinsic. 

Some years ago, an article appeared condemning certain economic prac- 
tices in which the writer stated that we build our defenses to protect us 
against attack from the direction or source through which we have previ- 
ously suffered, but that subsequent attacks usually come from a different 
source against which we are unprepared. If credit men recognize this, then 
they must be prepared in all directions, and they should not fall back on the 
alibi of so-called “extraneous” influences. 

Credit men are under pressure today, for after a long dearth of business, 
sales are needed badly, and it is only a particularly enlightened credit man 
who is brave enough to turn down an order. Yet are not conditions still 
tremendously uncertain? Possibly not so uncertain for very short term 
credit, but increasing taxation, government competition and _ interference, 
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rapid changes in tariffs, government pressure to drive people into debt for 
this and that, and possibility of saturation of consumer credit among certain 
classes are certainly matters of concern over a longer period. 


Term, “Material Facts,” Considered Nearly All-Inclusive 

Material facts are evidently all the facts—at least one would be convinced 
of this after reading in detail a registration statement submitted to the 
Securities and Exchange Commission. In spite of the fact that their obliga- 
tions or stocks were placed on public boards for distribution, many corporate 
officials continued for so long to withhold pertinent and important informa- 
tion from the investor that the drastic S. E. C. laws were formulated. It is 
a certainty that if they could do it over again, the same corporate officials 
would prefer to present much more amplified reports than they formerly 
presented, rather than having the burden of this law. Why, therefore, 


.cannot the business man whose company’s securities do not happen to be 


listed on an exchange see the advisability of presenting more information for 
the use of his creditors? Does he not think his creditor’s dollar is worthy 
of the same protection as an investor’s dollar? The bulk of commercial 
credit is extended to concerns which do not come under the scope of the 
S. E. C. regulations, and in extending credit to the majority of these, we still 
have to be satisfied for the most part with the usual audited balance sheet 
and profit and loss statement. Both accountants and credit men would like 
to see more complete information given in annual reports, but if we continue 
to follow our present course, this can be accomplished only by a long process 
of education. The receiving of full information as a normal procedure is 
delayed seriously at present by the competition among mercantile concerns 
and between banks. 

We all, of necessity, have developed a rather good techsique in sifting 
essential information from the statements we do receive. The two-for-one 
ratio is obsolete and gone, having caused sufficient headaches ‘or concerns 
trying to attain it on paper and sufficient losses for the credit man when 
reliance was placed upon it. The simple ratios demonstrating the turnover 
of accounts receivable and merchandise to sales are very instructive, pro- 
vided we have a pretty accurate knowledge of how and when the sales were 
made. For an exaggerated example, I submit that a statement dated De- 
cember 3lst may show trade receivables sold on sixty-day terms in fair 
proportion to the year’s sales, but if most of the sales were made early in 
the year, it would indicate a considerable percentage of ‘such receivables to 
be slow. Similar yardsticks can be used on the inventory, provided we are 
sufficiently well acquainted with the debtor’s business to*know how to use 
them. Not material facts, but material information from which to deduce 
facts would be two schedules, the first stating normal terms of sales and 
dollar amount of sales by months, and the second the dollar amount of pur- 
chases by months for the year under review. 

Those who are familiar with the usual ratios such as net-worth-to-sales 
and debt-to-net-worth, and also the method of comparison of a concern’s own 
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figures over a period of years and with other concerns in the same line of 
industry, and with the deductions made from such ratios, need not be bur- 
dened with their recital. 

Through the use of these ratios and comparisons, however, we are trying 
not only to ascertain the amount of liquid capital in the business as a margin 
of safety, but also indirectly to gauge the capabilities of the management. 


Character of Its Accountants Called Gauge of Management 


Close knowledge of the management of a debtor certainly is one of 
the material facts for credit purposes. This is strictly an intangible factor 
and subject to change without notice. We can not be content with the 
thought that because a certain management has prospered for the past 
thirty years, it forms a safe risk forever. New conditions may enter its 
field of industry with which it cannot cope; the business itself through 
improved methods or new products developed by others may become ob- 
solete. Other than on the basis of its record, management usually is 
gauged by its general public reputation, by the opinions of its competitors, 
suppliers and bankers; in the case of a corporation by the character of its 
directors; and in almost all cases by the character of the public account- 
ants it employs. 

‘I have noticed for some time that where a concern’s balance sheet is 
signed by a firm of non-progressive accountants, there usually is something 
lacking in the management of the concern. A striking case helping to prove 
this theory came to my attention a couple of years ago. In the first place, 
we knew that while the accountants’ integrity could not be questioned, they 
were old fashioned and undoubtedly they would not find it easy to acquire 
new clients to replace any they might lose through being too particular. We 
also knew that the management was well satisfied with its own ability and 
stubborn in its refusal to give any information other than merely a balance 
sheet with an unqualified certificate by the auditors. For many years, the 
worthy name of the concern had allowed the management to get away with 
this attitude. 

When the line of credit came up for renewal at that time, we decided 
we must have a more intelligent knowledge of the business. In investigating 
the name, we were able to obtain the balance sheet of an affiliated company 
in which the concern had a substantial investment which always had been 
carried at the same round amount on the balance sheet. The statement of 
the affiliate showed that practically its entire capital had been lost, evidently 
over a period of years, but no change had been made in the value of the in- 
vestment carried by our customer. Due to this and a few other inconsisten- 
cies, we requested the management to change their auditors, which they 
refused to do. In a spirit of cooperation, we offered to send a man to their 
office to obtain such material facts as we thought were necessary. Well, we 
found that we had not known much about that business before. \Vhen a 
breakdown of sales between charge and cash was made, the average out- 


i 
i 


standing of receivables proved to be far beyond normal, and a later analysis 
of accounts disclosed a substantial portion of slow items. When the inven- 
tory was broken down by departments and compared with sales of respec- 
tive departments, some showed heavy sales with small inventory and, of 
course — otherwise there would not be this story —very heavy inventories 
in departments with small sales. If I mentioned how old some of the items 
in the inventory were, you would think I was exaggerating. Consequently, 
we were inquisitive as to the merchandise budget they employed in con- 
trolling the buyers and found that it was too intangible to define. There 
you have that management — they do not employ the same auditors today. 


Sees Accountants in Good Position to Judge Management 


Does it not appear that public accountants have a better opportunity 
than anyone else to judge the capacity of the management of their clients? 
As a matter of fact, when we come to analyze the present method, account- 
ants should really be the credit men, for just consider some of the material 
facts to which they have access which credit men usually can obtain only 
when the risk is in the marginal class. 

1. They have knowledge of the concern’s budget —that is, what the 
plans of the management are for the ensuing period. They can judge its 
soundness. Also, they would know if the management had no plan. 

2. They can know whether or not the production or purchasing plans 
are well coordinated with potential sales. 

3. During the course of the audit, they can appraise the personnel policy, 
determining whether the concern is carrying “dead wood” to the detriment 
of the business. 

4. They have knowledge of the efficacy of the cost system, if one is 
employed. 

5. They know the policy of the management regarding reserves — for 
doubtful accounts receivable, slow moving merchandise, depreciation and 
obsolescence, for taxes including processing taxes, unearned income and 
other contingent liabilities. 

6. They can ascertain the volume and basis of forward sales as well 
as the amount of commitments outstanding for merchandise; also, if cer- 
tain raw materials are hedged properly, and if the concern has sold any 
merchandise under repurchase agreement before inventory date for window 
dressing purposes. 

7. They have access to departmental statistics for current and prior 
periods to determine the real vitality of the business. 

All of these and many others too numerous to mention, but all material 
facts, are available to the accountant. It should make the credit man’s 
mouth water in anticipation. 

As long as the accountant will not indicate his opinion of the manage- 
ment by writing his report on white paper if he considers it good, pink 
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paper if fair and blue if poor, the credit man will not soon be able to obtain 
the accountant’s judgment on this phase of credit, unless, of course, the 
credit men engage the accountants. 


A Look into the Future 
In looking toward the future of dissemination of credit information and 

the public accountant’s part therein, certain methods have been adopted 

within the last few years which indicate the trend. Some of these are: 

1, The general practice of the large accounting firms of establishing 
analytical and research departments within their own organizations for the 
purpose of making a careful scrutiny of their reports so as to assure that 
such reports not only are mathematically accurate and in conformity with 
the books and records of the client, but that they represent the real con- 
dition of the enterprise. They have the same tools for their analysis as 
credit men, and in addition have available all the other material facts previously 
mentioned. 

2. The National Credit Office form providing that the credit seeker 
grant permission to the accountant to discuss the latter’s report with creditors. 

3. The Securities & Exchange laws compelling concerns to disclose 
complete information if the respective securities are to be traded in pub- 
licly. 

4. The fact that some accounting firms also render service as manage- 
ment engineers. 

Following this trend and with the full knowledge of the professional 
relationship between the accountant and his client, and also with the thought 
in mind that the accountant’s relationship should not become so close with 
the client as to vitiate the independent attitude of the accountant, I believe 
that ways and means will be found to make available to the credit man, the 
wealth of material facts which, with our present limitations, are not acces- 
sible. I believe also that the credit man and the public accountant of the 
future will have to develop a distinct business acumen in order to survive. 

Does it not seem ridiculous that, due to competition among ourselves, 
credit men should do so much guessing when the facts are just around the 
corner? The burden of pushing the practice of credit granting around that 
corner in order to catch up with more material facts is distinctly up to the 
credit men. We are progressing slowly towards that goal. The accountants 
are bound by professional ethics which I believe are sound, but when we do 
reach our goal, the accounting profession will receive broader assignments 
and must be prepared to supply reports which will take most of the guess- 
work out of credit. 

The fear of the unknown is constantly before the credit man, and un- 
doubtedly he has often been as perplexed as the recipient of a collection 
letter written by a Japanese who was employed by a book dealer in New 
York. This book dealer was a poor collector of his receivables and finally 
his employe asked permission to attempt to get the money. This permis- 
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sion was given, and when a flood of checks was received the following Monday 
morning, the proprietor with some consternation asked how he had accom- 
plished this wonderful result. The Japanese exhibited a letter which he 
had sent to all delinquents, reading as follows: 

“Honorable Sir: 

We have written to you repeatedly regarding your account which 
became due several months ago. If we do not receive your check by ~4 
next Monday, the steps we shall take will simply amaze you!” 7 


Presented at the December, 1935 conference on credit of The New York State Society of Certified Public 
Accountants. 


Questions Answered by Mr. Gray 


Question: Do you feel that it is necessary, in the case of the corporation 
borrowing money for a limited period just prior to the close of its fiscal year, 
with a provision for repayment at a date closely subsequent to the end of its 
fiscal year, to indicate the facts on its balance sheet? 

ANSWER: Yes, unless the loan is made at the company’s bank of account 
where they have a regular line of credit and is made without unusual restrictions. 


Question: An auditor, in examining the accounts of a client, ascertains 
that during the period the company has guaranteed certain obligations of its 
customers; these obligations consist of bank loans. The loans are secured 
by trust receipts. As is customary with such loans, the bank, of course, 
has provided that the loans shall be amortized after the goods represented 
by the trust receipts are liquidated. Barring the sudden collapse in the 
market for the goods in question, the possibility of the banks sustaining any 
loss on the credit is obviously remote; therefore, the possibility of the 
guarantor sustaining any loss by reason of his guarantee is remote. Further, 
the extent of the loans guaranteed, which would measure the full contingent 
loss to the guarantor, is not of outstanding significance when compared with 
the reserves and surplus of the guarantor. 

Under these conditions, would you feel that it was necessary to indicate 
the existence of the guarantee on the balance sheet of the company under 
audit? The only objection to the inclusion of such a notation would be 
such as might arise from the standpoint of policy in its relation to its cus- 
tomers on the part of the company. 

Answer: Yes. The existence of the guarantee should be shown on 
the balance sheet. While the amount may not be of material interest, in- 
dulging in the practice and its possible growth are of interest. 


Question: Do you think it advisable for public accountants to sug- 
gest to their clients to carry: 
1. Credit insurance in order that losses from bad debts would be mini- 
mized. 
2. Use and occupancy insurance in order to prevent losses arising out 
of failure to procure a proper business location and thereby forcing 
customers to trade elsewhere. 
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Answer: To answer the first part of the question, I do not think that 
generally it is the duty of the accountant to recommend credit insurance. 
There are special cases in which it would be advisable, one being the case 
of a concern selling too large an amount in proportion to its capital to one 
or two customers. 

In the case of occupancy insurance, I think such coverage should be 
suggested. 


Question: When merchandise is in bond and duties are not paid, the 
unpaid obligation is not necessarily a current liability since the goods may 
be sold in bond or only a portion of the merchandise may be withdrawn 
within one year. Is it not incumbent upon the public accountant, however, 
to make a notation on the balance sheet in connection with the inventory 
item as to the amount of the duty to be paid in order that the inventory 
may be withdrawn? 

Answer: I do not believe it is incumbent upon the accountant to state 
on the balance sheet the amount of duty which must be paid to release all 
or part of the inventory from bond. However, it is quite important that 
inventory in bond should be plainly labelled as such on the balance sheet. 


QveEsTION: Registration statements are filed by companies listed on 
stock exchanges in accordance with rules prescribed by the Securities and 
Exchange Commission. These statements are open for public inspection, 
and as such they are available for reference by bankers. Since these state- 
ments contain information not ordinarily shown in statements presented 
for credit purposes, bankers will no doubt request a copy for their files. 
Could not the accountant cooperate with both his client and the banker 
by suggesting that an additional copy of the registration statement be pre- 
pared for the banker’s use? 

AnsweER: By all means — this would be splendid cooperation. 


Question: How does a banker feel about consolidated financial state- 
ments in cases where the parent company statements are of one date and 
all or certain statements of subsidiaries are as of another date, say three 
months earlier? 

Answer: The reaction of the credit grantor is unsatisfactory. There 
does not seem to be much reason for preparation of such a consolidated 
statement considering our present day rapid communication systems. Such 
statements, however, have been accepted in unusual situations, with the 
clear statement by the accountants as to the importance of intervening 
intercompany transactions. 


QOvestion: Does the banker consider it important that balance sheets 
should contain a disclosure as to the basis on which such items as fixed 
-assets are carried? 

ANSWER: Yes—not only to disclose possible real values, but such 
valuations would also affect depreciation policy and earnings. 
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Question: Do the bankers attach as much importance to the probable 
financial position at the date of maturity of a proposed loan as they do to the 
financial position at the time the loan is applied for? Also, is consideration 
given to whether the applicant is entering upon a busy selling season or 
whether the application is being made at the end of his busy selling season, 
that is, at the end of his natural business year? 

ANSWER: The eternal question before the credit man is: “How and 
when can the loan be repaid?” We would like to look ahead with more 
certainty, and that is why we would like to have a general understanding 
with accountants that when they sign an unqualified certificate on a balance 
sheet, it means that the budget of their client for the coming year has been 
examined and found to be practical and sound. 

To the second part of the question, I would answer yes — we do con- 
sider seasons of the year on a seasonal business, and if we are asked to 
lend before production for the following season starts, we inquire the need 
for borrowing. 


Question: If a company during the year assigns a substantial portion 
of its accounts receivable to banks for the purpose of discounting the same, 
but discontinues such practice for a period of say thirty days prior to or 
subsequent to the balance sheet date, so that no notation of such assign- 
ment shall appear against the accounts receivable, is it necessary to make 
disclosure of such practice? , 

AnswER: If I were an accountant and had to make a decision from the 
facts given in the question, | would insist on showing such hypothecation 
some place on the statement or refuse the assignment. It sounds like dy- 
namite and reflects too heavily against the character of the management. 


Question: I have seen recently a document consisting of a cover bear- 
ing the name of an accounting firm within which cover were two statements 
of one page each, each page showing the name of the accounting firm and 
the individual members, the address of such firm and the type of service 
rendered, etc. On these pages appeared a typed conventional balance sheet 
and income account which were unsigned. There was no accompanying text 
explaining the scope of the accountants’ examination. The balance sheet 
contained an item “Estimated Inventories S.nceeussssessesenes 

Subsequent to the date of the balance sheet, it was found that the in- 
ventories had been stated in the balance sheet at two hundred times their 
fair value. Your opinion as to the following would be of interest. Would 
you consider the accountant to have been remiss in showing the inventories 
at “Estimated Values $.................... ” without amplification as to the basis 
of such estimate, or did the accountant state the facts sufficiently to exon- 
erate himself? 

Answer: If I had slipped very badly and had extended credit on such 
a statement, I certainly would believe the accounting firm was remiss. But 
the form of statement is so palpably not for credit purposes that the ac- 
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counting firm may have never thought it would be used in that way. The 
latter, however, is such a very lame and worn excuse that I would not have 
any confidence in an accounting firm which holds its name so lightly. Such 
statements should not appear on accountants’ stationery. 


Question: Are the important facts for credit purposes the same for 
short term as for long term credit? 

Answer: All of the important facts for short term credit are needed 
for long term credit, plus others bearing on: 

1. Physical condition of plant, buildings and equipment. 

2. Patents. 

3. Long term outlook for the respective industry. 
Many other matters which may be peculiar to various industries might be 
needed also. 


Question: Some officials of small banks have made the statement that 
they prefer the signed statements of a customer to those certified by out- 
side accountants. The reason advanced for this is that they can hold the 
customer liable for any fraudulent statement. If the customer has reached 
the point where he must borrow on a fraudulent statement, what redress 
would the banker have beyond putting the borrower in jail? Why would 
it not be preferable to have the certified statement upon which the banker 
probably would not have granted credit in the first instance and thereby 
save the ultimate loss? 

ANSWER: It is preferable, and because it is preferable to management, 
investor and creditor, the accountancy profession has grown to its present 
state of usefulness. 


Question: Does the so-called “natural business year”, with statements 
presented at the period of low productive operations when inventories and 
liabilities are below normal, present the business in its proper light for 
purposes of credit information? 

ANSWER: Yes, I believe a statement presented at the close of a natural 
business year is satisfactory for credit purposes. While it is interesting to 
know how much a concern owes at the height of its season to determine 
whether there is overtrading, this usually can be ascertained from the sales 
figures. The real test is not how much a concern owes at one time, but how little. 
In other words, do they clean up their bank debt at the correct time, dem- 
onstrating that borrowing is actually for heavy seasonal requirements? 


QuEsTION: Statements of financial condition and operations may be 
prepared along lines fully acceptable to credit grantors. Is the decision as 
to the amount of credit to be extended, if any, influenced according to the 
firm of certified public accountants who prepared the statements? 

ANSWER: The decision as to the actual amount of credit undoubtedly 
is influenced somewhat by the name of the certified public accountant who 
signs the report. The standing of the accountant, and the wording of his 
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certificate is always considered and is emphasized especially when taking 
on a new account. I might mention here that the reputation of an account- 
ing firm is not dependent upon size. 


Question: At times, credit grantors, both banks and merchandise ven- 
dors, are influenced to grant loans or extend credit, only if they can obtain 
the personal endorsement of a principal of the borrowing enterprise, or the 
accommodation endorsement of any other third party. How does the credit 
grantor satisfy himself that the endorser has not endorsed similarly for 
other creditors? This query is based on the thought that in the mutual ex- 
change of credit data the guarantee usually is not disclosed. Obviously, 
if the endorsement is given to more than one creditor, the value of same 
may be lessened, depending upon the financial status of the guarantor. 

ANSWER: By requesting a financial statement from the endorser, or 
very often by asking him. Also by making outside inquiries. 


QvEsTION: Is it considered ethical in the mutual exchange of credit 
data to withhold the information as to a guarantee such as was mentioned in 
the previous question? This query is based on the thought that if the 
loan or credit had been extended only because of the personal endorsement, 
the exchange of credit data without disclosing this fact might be misleading 
to other credit grantors who may be influenced to extend credit by reason 
of the credit extended by the one holding the guarantee. 

ANSWER: No. 


Question: What do you consider the accountant’s position in such a 
situation? Do you think the accountant, if he has knowledge of the guar- 
antee to one creditor, should disclose such knowledge when he is asked to 
fill in the standard credit forms sent out by credit agencies and others? 

ANSWER: There may be peculiar situations in which the guarantee of 
a concern’s indebtedness should be disclosed in that concern’s balance sheet, 
but I think ordinarily the obtaining of that information is the duty of the 
credit man. In regard to filling out the standard credit forms, if the ac- 
countant is instructed to do so by his client, he should fill them out 
completely. But if the client wishes to mislead by instructing the account- 
ant not to complete such form as to outside guarantors, then the accountant 
should not fill out the form at all. 


Question: With full realization of the much hackneyed controversy 
as to accountants’ responsibilities in the taking of inventories, does it not 
seem important that credit grantors should recognize the .fact that account- 
ants generally are not experts in inventory valuations? 

ANSWER: Yes—it is important. 

Qvestion: In this connection, what is your opinion of requiring ap- 
praisals of inventories by accepted qualified appraisers, which appraisals 
may be relied on by accountants in the preparation of their reports and 
which may be included in their certifications? 
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ANSWER: For ordinary short term credit, this would be too expensive 
and I doubt if it is practical to consider this method on ordinary cases. 
Such a course would be feasible if someone actually were buying the whole 
inventory, but for credit purposes, if the accountants will follow faithfully 
the resolution adopted by The New York State Society of Certified Public 
Accountants on accountants’ responsibility for inventory valuations, I am 
sure we would be reasonably well protected. 


For those who are interested in this resolution, I suggest its careful 
study. 
“WueEreas, It is desirable that the profession of accountancy in New 
York State should make clear the nature and extent of the responsibility 
assumed by the certified public accountant in respect to merchandise 
inventories; and 


“WHEREAS, It is self-evident that the training and experience of a 
certified public accountant qualify him to investigate into the affairs of 
his clients to the extent that such affairs and the transactions in con- 
nection therewith are evidenced or indicated by books of account and 
other documents relating thereto but do not qualify him as a general 
appraiser or valuer or as fitted to assume in any and all cases full respon- 
sibility for the physical quantities, description, quality, condition, mar- 
ketability and valuation of merchandise inventories; therefore, be it 


“Resolved: ‘That it is the sense of The New York State Society of 
Certified Public Accountants that, if a certified public accountant re- 
ports on a balance sheet of a concern over his signature without quali- 
fication or special explanation as to the item of merchandise inventories 
contained therein, it shall imply that he has exercised care in his ex- 
amination by making accounting tests and checks of the concern’s books 
of account and other available records pertaining to merchandise in- 
ventories, that he has received all information and explanations he has 
required from the officers and employees responsible for the taking and 
valuation of the merchandise inventories, and so far as accounting 
methods permit, has satisfied himself as to their substantial correctness, 
but that, as regards the information and explanations he has required 
and as to ownership, physical quantities, description, quality, condition, 
marketability and valuation of the merchandise, he has relied upon the 
representations of the concern’s management, subject to such checks 
as may have been obtainable from the records in respect thereto; and 
be it 

“Further Resolved: ‘That it is the sense of this Society that, while the 
certified public accountant, through his experience in various lines of 
industry, may be of value in assisting and cooperating with the man- 
agement of a concern in the supervision of a physical inventory taking, 
it should be clearly understood that in undertaking this work the cer- 
tified public accountant does so only in his capacity as an accountant 
and does not assume responsibility as an appraiser or valuer for the 
physical quantities, description, quality, condition, marketability and 
valuation of the merchandise; and be it 

“Further Resolved: That the President of this Society is directed to 
send copies of the foregoing preamble and resolution to these who in 
his opinion would be interested in knowing the position on this subject 
taken by the accounting profession in this State.” 
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F inancing Social Security 


By James F. Hucues, C. P. A. 


HE Federal Social Security Act has been described as the most colossal 

legislative enactment in the history of our country. What will be its 
effect upon you and upon me and upon future generations in our country? 

In effect, it levies taxes. That is not new. But no previous taxing act 
had the effect of immediately requiring 26,000,000 people to contribute ir- 
respective of their incomes—nor did any previous act provide for a cumulative 
record as to each and every person making a contribution from the first day 
upon which the act takes effect until the date of the contributee’s death. 


Visualize, if possible, the vast army of Federal employees, newly created, 
required to take care of these records, to start them and to see to the proper 
conduct of them and the very substantial increased amount of work required 
to carry out the provisions of the Act. It is estimated that the total em- 
ployees required to handle the work created by the Social Security Act will, 
in point of number, be next to those engaged in the postal services. The 
necessary records as to these 26,000,000 people will include the exact date 
of birth and the exact date when the individual will reach the age of 65, to- 
gether with the necessary information to enable the correct identification of 
the individual. In winter, some of them may be employed in Florida and in 
summer these may travel to and be employed in Maine; to each registrant 
a number will be assigned. Businesses and industries will need to revise their 
payroll records in order to have an accurate record of the employment of 
each and every individual with all essential means of identification. 


In considering the Federal Social Security Act, I should like to quote 
part of a message to the Legislature of one of our states transmitted by its 
governor in 1931. He wrote: 


“Tn 1929 T recommended to the Legislature a commission to report 
on Old Age Security Against Want. The report of this commission re- 
sulted in the passage of the Old Age Security bill by the last legislature, 
and actual payments under the new law went into effect on January Ist 
this year. I have many times stated that I am not satisfied with the 
provisions of this law. Its present form, although objectionable as pro- 
viding for a gratuity, may be justified only as a means intended to replace 
to a large extent the existing methods of poor house and poor farm relief. 
Any great enlargement of the theory of this law could, however, smack 
of the practices of a dole. Our American aged do not want charity, 
but rather old age comforts to which they are rightfully entitled by their 
own thrift and foresight in the form of insurance. It is, therefore, my 
judgment that the next step to be taken should be based on the theory 
of insurance by a system of contributions commencing at an early 
age * * *, | 

“Tn this way all men and women will, on arriving at a period when 
work is no longer practicable, be assured not merely of a roof over head 
and enough food to keep body and soul together, but also enough income 
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to maintain life during the balance of their days in accordance with the 

American standard of living.” 

The state was New York; the governor was Franklin Delano Roosevelt. 

Upon the election of Mr. Roosevelt as President of these United States 
of America in the midst of a severe economic depression, it is but natural 
to find this subject of the provision for the needy aged impelling him in 
June, 1934, to write: 

“Our task of reconstruction does not require the creation of new and 
strange values. It is rather the finding of the way once more to known, 
but to some degree forgotten, ideals and values. If the means and de- 
tails are in some instances new, the objectives are as permanent as 
human nature. 

“Among our objectives I place the security of the men, women, and 
children of the Nation first. 

“This security for the individual and for the family concerns itself 
primarily with three factors. People want decent homes to live in; 
they want to locate them where they can engage in productive work; 
and they want some safeguard against misfortunes which cannot be 
wholly eliminated in this man-made world of ours.” 


Group Formed to Study Economic Security 


Following this, there was created the Federal Committee on Economic 
Security to study this problem and make recommendations which should serve 
as the basis for legislation. This committee spent six months in studying 
the matter. It was assisted by a staff of specialists and fourteen advisory 
groups which included many noted business men, dentists, physicians and 
those engaged in social welfare work. 

This committee then sat down to carry out the President’s idea—‘“the 
theory of insurance by a system of contributions commencing at an early 
age.” Contributions upon wages, of course, but upon whose? Thus, they 
found it necessary to define the individuals who would come under the law 
and they called them “qualified individuals.” 

Then they realized that in this country some people receive rather sub- 
stantial sums of money as salaries and bonuses and it would not do to tax 
every salary to the full extent to provide old age benefits, so they made the 
limit $3,000 and they said the old age benefit tax shall not apply to any 
amount in excess of $3,000. 

Then, with the aid of actuaries, and guided by experience had in other 
countries, they determined upon the rates at which this $3,000 or less should 
be taxed. They set the rates at 2 per cent for the first three years with an 
increase of 1 per cent for each of three succeeding years until 1949 when 
6 per cent is reached and that is to be the top rate. Employer and employee 
each pay one-half of this amount. Please remember that this law requires 
the employer to deduct and withhold the employee’s portion from his earn- 
ings and pay it with his own tax to the United States Treasury. 

Certain occupations just had to be excluded. For instance, farm work- 
ers, domestic servants, employees of the Federal government or of a state or 
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any subdivision thereof. Then there were the casual workers not in the 
course of the trade or business and seafaring people. Then, having de- 
termined as one of the characteristics of a “qualified individual” that he 
should be at least 65 years of age, they considered it possible that a man 
might continue in employment after that age and they said: “If such a man 
does continue in employment, he shall not have the old age benefit while so 
continuing after the age 65 has been reached, but neither shall his earnings 
be taxed for that period.” 

Then the non-profit organizations came along and said: “We have a 
hard job to get people to contribute to our work, so do not make us pay 
these taxes which you must levy to make this Social Security Act a go.” 
And so they were left out. 


Need for Large Reserve Recognized 


Then, of course, they realized that they had to have some money to 
start with so they said: “Let us build up the reserves for five years. We will 
begin to collect the tax as of January 1, 1937, and payments will not begin 
until after January 1, 1942.” 

And they said: “We must define those who are entitled to receive the 
old age benefit payments.” So they said that such an individual to be a 
“qualified individual” should comply with these requirements: 


1. That he should be 65 years of age; 

2. That in each of the five years between January 1, 1937 and 
January 1, 1942, he should have had some employment, even 
if only for one day in each of those years; and 

3. That during those five years he should have earned at least 


$2,000. 


Then it was realized that possibly a man might die before reaching the 
age 65. It has happened. But it also was realized that possibly he had paid, 
and his employer had paid, some of the taxes proposed to be levied with 
respect to his wages. So thev provided that should such a “qualified indi- 
vidual” die, his estate should receive the sum equal to 3% per cent of his 
wages found by the Social Security Board to have been paid to him after 
January 1, 1937 and before his death. 

They further realized then that a man might begin to receive the old 
age benefit payments after attaining the age of 65, but that before his death 
he would not have received total payments which would equal 3% per cent 
of the wages upon which these taxes had been levied, so they provided that 
in such a case there should be paid to the estate of that man the difference 
between the sum of 3% per cent of his wages and the total payments already 
received by him from the old age benefit fund. 

Then, having determined upon the amount of the tax and the moneys 
upon which the tax would be laid, they determined upon the benefits pay- 
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able. These were based upon wages earned in an employment not excluded 


and were: 

14 of 1% on the first $3,000. That would be $15 per month. 

1/12 of 1% on the next $42,000. That would be $35 per month additional. 

1/24 of 1% on the next $45,000. That would be $18.75 per month addi- 

tional. 

1/24 of 1% on any subsequent earnings. 

The benefits to be paid are related to the wages earned and the rates 
determined upon benefit to those earning the lower rates of pay and those 
approaching the age 65. 

But, they decided that the top payment should be $85 per month and 
the lowest payment $10 per month. Thus it can be seen that to get $85 per 
month a man would need to earn $129,000, which means 43 years at $3,000 
per year. 

A payment will be due to anyone who ever becomes a “qualified indi- 
vidual” under the Act, but the payment will not be made until after the age 
65 is reached, unless death intervenes when the payment will be made to the 
estate. 

Actuarial Bases Determined 

Then they made calculations and determined that the taxes to be levied 
upon the taxable part of the earnings of those who were covered by the 
old age benefit provisions of the Act would exceed the payments necessary 
to the beneficiaries of such Act. So they decided that as idle cash must be 
invested and as an investment in government bonds would provide the gov- 
ernment money when needed, it should be invested in the obligations of the 
United States. 

Next they felt it necessary to see what rate of interest should be allowed 
on the accumulation of the contributions in excess of payments made, which 
excess they termed “reserves”. So they put that at 3 per cent. 

Then they made more tables showing what the accumulations of the 
reserves would amount to with interest and those tables are extraordinarily 
interesting. In fact, they have caused a great deal of comment. One actuary 
has figured that by 1980 these reserves would amount to about 100 billion 
dollars. Interest on that sum at 3 per cent would be three billion dollars a 
year. Now that sum of three billion dollars would be merely the debt service 
charge of the government on the old age reserves and three billion dollars 
is equal to 75 per cent of the total national budget for 1930. 

In addition to this debt service charge, which must be met by taxation, 
the charge upon industry and business to provide old age benefits will, it is 
estimated, for 1937, amount to 280 million dollars; for 1938—283 million 
dollars; for 1940—433 million dollars; for 1950—947 million dollars; and in- 
creasing amounts thereafter. [Employees are required to make contributions 
of like amounts. 

More tables were made based upon the longevity of our people and the 
tables indicate an increasing number of dependent people of age 65 and that 
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such increasing number represents an increasing percentage of the whole of 
the estimated population of the country. 


Number of Taxable Employees Estimated 


Basing its figures upon the 1930 census, the Committee on Economic 
Security determined the gainful workers in our country to be 49,000,000 


These included the employers and those in occupations 


not covered by the Act of 21,500,000 
leaving as the total number of workers in businesses 

and industries of 27,500,000 
Casual workers were 500,000 

and workers over 65 were 1,000,000 1,500,000 


Leaving as those who would be required to contribute, 
if employed, and upon whose account their employers 
would contribute under the old age benefit provisions 


of the law 26,000,000 


The Committee went further and determined that the rate of increase 
in our total population was definitely declining and would by 1980 become 
fixed at about 150,000,000 whereas the number aged 65 and over would in- 
crease very sharply from the 1930 figure of 6,600,000 to 17,000,000. In other 
words, our population in the 50 years will increase only 22% per cent but 
the number aged 65 and over will increase 15714 per cent. 

In the New York Times of December 13, 1935, the first page carried an 
item entitled: “Carrel Sees Lives Extended for Ages.” Doctor Carrel was 
quoted as saying: 

“Some individuals could be put into storage for long periods of time, 
brought back to normal existence for other periods, and permitted in 
this manner to live for several centuries. We should remember the 
utopias of today are the realities of tomorrow.” 

The Committee had before it the history of the experiences of Great 
Britain and other foreign countries where this scheme has been operated. 
So far as I know, provision for the needy aged was started by the great 
Bismarck in Germany in 1889, but the Committee on Economic Security did 
not use all the experiences of the other countries. This old age benefit 
comes to you under the law as a matter of right—not as a matter of need. 
And it would come to those whether in prison or in an asylum where they 
are sojourning at the expense of the state, as well as to those who are not 
so confined, 

Now it is apparent that should a man be employed ‘fully for a period 
of 25 years and receive wages which for the period average $150 per month, 
he would receive under this plan, after attaining the age of 65, old age bene- 
fit payments of $50 per month since 25 x 12 x $150 equals $45,000. And, it 
will be remembered that on the first $3,000 he was to receive $15 per month 
and on the next $42,000, $35 per month. This payment is to continue until 
his death. 
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So, should he live to the age of 75, he would in the intervening ten years 
receive $6,000. The tax contributed on his earnings would at the rate of 
6 per cent have been $2,700 of which he would have paid half and his em- 
ployer half. Should he die before receiving 3% per cent of $45,000, or $1,575, 
his estate will receive the difference between $1,575 and the amount paid 
to him after attaining the age 65. Should he die, after attaining the age 65 
but before receiving any payments, his estate would receive this sum of 
$1,575. 

The Committee, in its endeavors to protect the needy aged, provided 
that the right of any beneficiary to any future payment should not be trans- 
ferable or assignable at law or in equity and could not be subject to execution, 
levy, attachment, garnishment, or other legal process or to the operation of 
any bankruptcy or insolvency law. 


Cooperation with States Having Approved Laws 


Of course, the job was not finished then. For they recognized the need 
of taking care of those who are now 65 years old and those who will become 
65 years old before January 1, 1942, as well as those who will receive so little 
because of their present age that the old age benefit payments would mean 
relatively little to them. And that provision they put in title I of the Act, 
which they defined as “grants to states for old age assistance.” They pro- 
vided for making payments to states which have old age assistance plans 
approved by the Social Security Board. The Federal government will con- 
tribute a sum not to exceed half of the first $30 per month paid by such 
state to the needy aged, with a minimum payment of $5 per month. The 
estimate of this contribution for 1936 is approximately 150 million dollars; 
for 1937—200 million dollars; for 1938—300 million dollars; and increasing 
amounts in each of the following years. 

One of our states has an unemployment insurance law. Some foreign 
countries have been operating under such laws for a long period of time. 
But it was felt that all the states of our Union and the territories of Hawaii 
and Alaska should have such laws. The Committee on Economic Security 
realized that the cost of an unemployment insurance law within a state would 
burden the industries of that state and that such industries would suffer in 
competition with industries of other states. So it decided that a uniform 
nation-wide tax upon industry would remove the principal obstacle in the 
way of unemployment insurance. 

Unemployment insurance is intended to permit the accumulation of re- 
serves in times of employment, from which reserves partial compensation 
may be paid to workers who become unemployed and cannot find work. It 
cannot provide full wages nor even partial wages for the whole period of 
idleness. 

The Committee said such a tax should make it possible for the states 
to enact this socially desirable legislation. 

It is worth noting that the Committee in its studies found thai had there 
been a system of unemployment insurance in effect in this country from 1922 
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on there would have been reserves on hand in 1929 of $2,500,000,000. There 
can be no doubt that such reserves would have helped many families in the 
period from 1930 to 1933, inclusive. 


Federal Payments to States for Administration 


So the Committee provided grants to states for unemployment compensa- 
tion administration and for the fiscal year ending in 1936 they set aside 
$4,000.000 and for each year thereafter $49,000,000 to be granted to the states 
for meeting the administration costs of state unemployment insurance laws. 
But. in order to get any part of this, of course, the state had to have an 
unemployment insurance law to administer. Now, this Committee did not 
intend that any old kind of a state unemployment insurance law would entitle 
the state to share in this distribution of Federal moneys; neither did they 
consider that it would be sufficient just to enact a law and not comply with 
it. They provided that the Social Security Board must approve the law and 
the state must comply with it if it expected to share in these grants to states 
for the cost of administering such laws. 

So here, too, they set up a chart. First, they said: “Let us impose an 
excise tax on every employer of eight persons or more; for the first year, 
that is 1936, it shall be at the rate of 1 per cent; for the year following 2 per 
cent; and for the third year and each year thereafter at the rate of 3 per 
cent on the total payroll of each and every employer subject to the Act.” 
Here they did not provide a limit as they did in the section of the Act dealing 
with old age benefits, which was $3,000. 

Then it had to consider what payrolls they would tax and again, just 
as they did in the section providing for old age benefits, they said: “This 
does not apply to farm workers, to domestic servants, nor to services per- 
formed as an officer or member of the crew of a vessel on the navigable 
waters of the United States, nor to services performed in the employ of the 
United States government or of an instrumentality thereof, or of a state or 
a political subdivision or instrumentality thereof.” 

And again they excluded employees of non-profit sharing organizations, 
and here they introduced a new one, saying: “This shall not apply to services 
performed by an individual in the employ of his son or his daughter or his 
spouse, nor to services performed by a child under the age of 21 in the employ 
of the parent.” 

Now, while the Act provides for levying a tax at the rates specified, it 
does not provide that any return for this payment by the employers of the 
state on the wages paid employees shall be received by such employees from 
the Federal government. 


Enactment of State Laws Encouraged 


The Committee recognized the fact that some states would at once enact 
such laws and they said: “Every state should have such a law and each state 
should administer its own law. If it will not enact such a law, then it is just 
too bad for the business men of the state. We will tax the full wages and 
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salaries paid in the state and to the extent of the amount of the tax, the 
citizens of the state will be deprived of that much purchasing power.” 

Now an illustration will help make this point significant. If the payrolls 
subject to the tax amounted to 100 million dollars in the state, the Federal 
government would collect 3 million dollars on such payrolls, with no benefit 
to the citizens of the state. But, if the state should enact an unemployment 
insurance law in a form which the Federal Social Security Board approves, 
the state would receive its proportion of the sum which the Federal govern- 
ment will distribute to cover the administration costs of the state law and 
the employees of the industries and related services within the state would, 
in the event of unemployment, be entitled to receive certain benefits which 
would increase the purchasing power of the citizens of the state. 

Now they kept in mind the fact that one state had an unemployment 
insurance law and realized that others would seek quickly to protect the 
citizens of the state by enacting such laws. So they said that as to any 
such state it should be entitled to a credit of 90 per cent of the amount of 
contributions actually paid by the employer for the year to the state before 
making the necessary Federal tax return, but they said the unemployment 
insurance law of such state must be approved by the Social Security Board 
and it actually must be complied with. If the obligation under the state law 
is $750 and this is paid, and under the Social Security Act the obligation 
is $1,000, the amount payable to the Federal government is $250, the em- 
ployer receiving credit for his full payment to the state since it is less than 
90 per cent of the amount due to the Federal government. 

Should the state, however, wait upon a determination of the constitu- 
tionality of the Act and should the Act be declared unconstitutional, then 
the state is in a position to benefit by observing the operations under the 
law in other states. 

Students of this subject seem agreed that the term “unemployment 
insurance” should be changed and the term “unemployment compensation” 
used since “insurance” applies only to future hazards, the occurrence and 
extent of which can be predicted with reasonable accuracy. 

The Federal law was enacted in August, 1935. So far only nine states 
have enacted laws which seem designed to comply with the requirements 
of the Social Security Act. And again there was recognized the need of 
reserves and the state was required to use the contributions of the first two 
years to build up a reserve fund. 

It may be recalled that the Committee estimated that 27,500,000 workers 
would participate in the old age benefits except for 1,500,000 casual workers 
and workers over 65 years of age. 


Some Data and Problems of Unemployment Features 


Under the unemployment insurance feature of the law, the tax is levied 
upon the entire payroll except where there are less than eight employees. 
For the latter, the Committee estimated 6,000,000, which deducted from the 
27,500,000 brings the number to 21,500,000, of which number, however, the 
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Committee recognized that not all would be covered because of unemploy- 
ment. 

Again appreciating the fact that idle cash must be invested and be 
invested in obligations which could be disposed of readily at their face value 
when the money was needed, they provided that each state complying with 
the Federal law should pay the contributions received by it under its un- 
employment insurance law into the United States Treasury. And they 
provided that a separate account should be kept as to each state for the 
moneys so contributed to it and further they said to the states: “If you 
withdraw any money from this fund, it may be used only to pay compensa- 
tion to the unemployed.” 

Of course, they provided in the law that the Secretary of the Treasury 
should pay to the state any amount that the state might ask to receive back 
from its contributions, but they provided also that no more than the total 
so paid by the state should be refunded to it, with interest accretions, of 
course. 

They likewise made provision that the employer might receive the 
benefits of a “merit rating system”, so-called, under which he might succeed 
in stabilizing employment in his plant. 

They wrote into the law a definition of employer and that must be kept 
in mind in considering whether or not one is liable under the law to file a 
Federal tax return. An employer is one who, on each of some twenty days 
in the taxable year, each day being in a different calendar week, had eight or 
more employees in his employ for some portion of the day. Stated in another 
way—the employer must have had in his employ eight or more people for 
some portion of each of twenty weeks. And in considering who are em- 
ployees, it must be borne in mind those who were excluded. 

In considering the reserves which were to be accumulated under their 
requirement, they said: “The interest to be earned should be at the average 
rate of interest which interest-bearing obligations of the United States were 
then earning.” That rate at present is 2.7 per cent. You will remember that 
under the old age benefit provision, the rate is to be not less than 3 per cent. 

Who will collect these taxes and when? The tax with respect to em- 
ployers of eight or more is due and payable January 3lst of the succeeding 
year. It may be paid in four equal quarterly instalments. The tax with 
respect to old age benefits will be collected in accordance with regulations 
to be issued by the commissioner of Internal Revenue. 

The Committee sought to complete its work by providing other grants 
to states with respect to aid to dependent children and for maternal and 
child welfare and for public health work and for aid to the blind. 


Magnitude of Undertaking Appreciated 


To the credit of the framers of the law, let it be said that they recognized 
the vast amount of work which would follow its enactment and provided that 
contributions under the unemployment insurance provisions would begin as 
of January 1, 1936, while contributions with respect to benefits for the needy 
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aged were postponed for a further full year and do not begin until January 
1, 1937. 

This law was passed in August, 1935. Its constitutionality was ques- 
tioned, particularly in view of the fact that in May, 1935, the United States 
Supreme Court in a five to four decision ruled as unconstitutional the 
Railroad Pension Law on the ground that a tax for social legislation was 
quite apart from the power to regulate interstate commerce. The minority 
view, concurred in by Chief Justice Hughes hinted that such a law would 
be permissible under the Congressional power to tax and also the power 
to provide for the general welfare. 

This law required that railroad employees retire at the age of 65 and 
provided for the payment to them of annuities from the Federal Treasury. 
The money to pay such annuities was to be derived from a tax levied upon 
both the railroads and the railroad employees. 

In August, 1935, a new Railroad Pension bill was passed. The benefit 
provisions were the same as were provided for in the prior Railroad Pension 
bill but the taxes for the purpose were provided for in a separate bill. 

In the Social Security Act, the provision for Federal old age benefit is 
separated from the taxes levied to provide the funds therefor by provisions 
for unemployment compensation administration, grants to states for aid to 
dependent children and maternal and child welfare and for public health. 

It may be that the framers of the Act felt that they would thus meet the 
United States Supreme Court decision as to the unconstitutionality of the 
Railroad Pension law. 

Should the Act be declared unconstitutional, these studies will not be 
wholly without value because the movement undoubtedly will be furthered 
in those states which previously have not adopted legislation providing either 
for the needy aged or for the unemployed, but in which efforts assuredly 
will be made to secure it. 

Should the law be held constitutional and proceed, let us all hope that 
its administration will accomplish its objectives—namely, provision for the 
needy aged and the unemployed. 
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Changes in Federal Tax Laws and Some 


Important Decisions and Rulings of the Past Year 
By Wa ter A. Cooper, C. P. A. 


NCE more the New York State Society of Certified Public Accountants 

is in the midst of what I call its annual inventory period. It is the time 
for us to take stock to ascertain with what we will have to deal, during our 
approaching season of activity, in the form of new laws or decisions. The 
time we now devote to these tax meetings and the large attendance are sub- 
stantial evidence of our recognition of the importance of the task and the 
seriousness with which we regard it. 

My part in this annual round-up is to review the amendments to Federal 
taxing statutes, embodied principally in the Revenue Act of 1935 and the 
more important of the many rulings and decisions. 

Fortunately, our tax law changes during the past year are not particu- 
larly complex. Some of them that require no discussion I intend merely to 
mention. 

Revenue Act of 1935; Tax Rates and Withholding 


As accountants are no doubt aware, individual surtax rates have been 
increased in the income brackets over $50,000, corporate tax rates have been 
placed on a sliding scale ranging from 1214 to 15 per cent and the consolidated 
rate for railroad corporations has been fixed at 1534 per cent, regardless of 
the amount of net income. The important point to note is that these new 
rates apply only to tax years ending December 31, 1936 and later. Taxpayers 
operating on fiscal years ending up to November 30, 1936 are taxable under 
the old law. Practically all the amendments are applicable to fiscal years 
beginning on or after January 1, 1936 and, unless I indicate otherwise, that 
statement should be considered as applying to all the amendments I mention. 

The penalty surtaxes on personal holding companies have been increased 
to eliminate the tax advantages of failing to pay dividends. Under the old 
law, a taxpayer receiving a large income through such a corporation found 
it was less expensive for the corporation to pay penalty surtaxes than to 
have it declare dividends and pay personal surtaxes on such dividends. That 
will not be so desirable for the calendar year 1936 and later years, under the 
amended law. 

So much for tax rates, except to note that withholding requirements and 
rates on income paid to foreign corporations have been amended to conform 
with corporate income and rate changes. The rate of withholding has been 
increased to 15 per cent and will apply to 10 per cent of dividend payments 
also. 

Determination of Net Taxable Income 


None of the amendments affect the determination of an individual’s net 
taxable income. 
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3 Corporations, however, are affected by three changes: 


1. Corporations will be exempted from tax on dividends received from 
other domestic corporations only to the extent of 90 per cent of such 
dividends—not 100 per cent as heretofore. In other words, divi- 
dends from other domestic companies will be taxed at the effective 
rates of 1% to 1% per cent. 


Corporations will be allowed to deduct from income so-called con- 
tributions, but not in an amount in excess of 5 per cent of net tax- 
able income computed before deducting any such contributions. 
This limitation of 5 per cent is applied and computed in the same 
manner as you have been applying an individual's 15 per cent limi- 
tation. You should note, however, that a few types of contributions 
which an individual may deduct are not allowed to corporations. 
They are: 
(a) Gifts to the United States or political subdivisions thereof 
for public purposes. 
(b) Gifts to war veterans’ posts or organizations or vocational 
rehabilitation funds. 

: (c) Gifts to fraternal societies. 

(d) Gifts to any foreign charitable corporation, organization, 
fund, foundation, trust or chest or to a domestic organiza- 
tion of that type if the funds are to be used outside the 
United States. 


3. The third change concerns groups of corporations and permits the 
liquidation of subsidiary corporations during tax years beginning 
after December 31, 1935, without recognition of gain or loss on such 
liquidation provided the following statutory requirements and limi- 
tions are met: 

(a) If money is received, then the gain, if any, is recognized 
up to the amount of the money so received—no loss is 
allowable, however. 

(b) The corporation receiving the proceeds of liquidation must 

¥ have owned on August 30, 1935 at least 80 per cent of the 
voting stock and at least 80 per cent of all other classes of 
stock of the liquidating corporation. 

(c) There must have been no distribution, in pursuance of the 
plan for liquidation, before August 30, 1935. 


(d) If the distribution of assets is not completed within the 
year, the plan of liquidation may provide for a series of 
distributions over a period not exceeding five years from 
the close of the year in which the first distribution is 
made. In that event, the plan, as laid down, must be car- 
ried out and the taxpayer may be required to provide bond 
é or waive the statute of limitations so that all distributions 

’ may be taxed later, to the extent of the gain therein, if the 
plan as first laid down is not carried out. 


bo 


It is important to note that this non-recognition of gain or loss does not 
apply automatically, or only apply, to affiliates as we knew them under prior 
First, the parent company need own 


laws permitting consolidated returns. 
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only 80 per cent of the voting stock—not 95 per cent as was required for con- 
solidated returns and, second, it must also own 80 per cent of all other stock, 
though under the old consolidated returns provisions none of the non-voting 
preference stocks were required to be owned by the parent. I stress this 
because I have noted some belief that any company included in a consolidated 
return in prior years can be liquidated under this new section without gain 
being taxed, but that is not the case. 

The new section was enacted to ease somewhat the inequities resulting, 
in part, from prior laws and consolidated returns regulations issued under 
them and, in part, from the elimination of the right to file consolidated returns. 
I cannot now attempt to discuss all those old difficulties. They resulted, how- 
ever, in creating situations wherein liquidations would have produced a tax- 
able gain that was wholly fictitious, and in other cases causing double taxation 
of the same income. In many instances, however, the new provision will not 
eliminate fully that inequitable tax because of one effect of the change that 
has been overlooked by some taxpayers. 


Section 113 of the Revenue Act contains a provision (par. (a) (6)) to 
the effect that property received in certain non-taxable transactions, exempted 
under section 112, shall take the same basis, for determining gain or loss on 
the subsequent disposition thereof, as the property or securities surrendered 
in the exchange. Section 113 has not been amended at all and, hence, has not 
been considered by some in connection with the tax law changes. The pro- 
visions for not recognizing such gain or loss were incorporated by amend- 
ment into section 112(b) so that section 113(a) (6) is applicable to it. 
Thus, though no gain will be recognized on liquidation, the parent will have 
to take up the assets received at an amount equal to the adjusted tax cost of 
its investment. 

Ii the parent purchased the stock for less than the subsidiary’s net book 
cost, or if the parent company’s basis must be reduced for inter-company 
transactions or for losses of the subsidiary deducted on consolidated returns, 
as set forth in article 34 of regulations 78, and similar provisions of prior 
regulations, or if the subsidiary has earned profits which it has not distributed 
as dividends, the basis to the parent company of its investment in the sub- 
sidiary may be less, in some cases substantially less, than the cost of the net 
assets to the subsidiary. Hence, under such circumstances, the subsidiary’s 
assets must be written down when they are taken up on the parent company’s 
books. 

If they consist of non-depreciable fixed assets, they would be free from 
tax until sold, but if such assets consisted of receivables and inventories, you 
can appreciate readily that the deferred and, in many cases, fictitious gain 
would be taxed over the relatively short period of time required to convert 
assets of that type into cash. If the assets received consist of both types of 
assets, an apportionment of the total tax basis will be required. Regulations 
covering that have not been issued. Possibly taxpayers will be permitted to 
reduce the total basis by first allocating full value to current assets, such as 
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receivables and inventories, and apply the balance against fixed assets. That 
would be the most equitable method. It is more likely, however, that a 
straight apportionment to all assets, fixed and current, on a value basis, will 
be required. It behooves one, therefore, to move very carefully and to make 
certain that any gain, not recognized on liquidation, will not be taxed in the 
ensuing year or so. It may also be found, in some cases, that a stepped-up 
basis for the subsidiary’s assets may be the result. It may, therefore, prove 
beneficial to consider all group set-ups even though liquidation may not other- 
wise be considered necessary. So much for income taxes. 


Capital Stock and Excess Profits Taxes 


Our capital stock tax law also has been changed and the rate of tax in- 
creased to $1.40 per thousand. The House of Representatives which pro- 
posed $1.00 per thousand and the Senate which proposed $1.50 per thousand 
did a little horse trading and the Senate got the better of the trade. The 
taxpayer, as usual, gets the short end of the stick and pays more. 

Excess profits taxes also have been increased to 6 per cent on income 
over 10 per cent, but not over 15 per cent, of the capital stock value, or 
adjusted value in later years, and 12 per cent on income over 15 per cent of 
that value. A very important change in procedure to note is that in deter- 
mining income subject to excess profits tax, the income tax is allowed as a 
deduction. The income tax was not allowed under the old law. The new 
deduction should be taken into consideration next July in determining the 
capital stock value to be declared as, fortunately, corporations have a right 
to re-declare the value of capital stock for the purpose of computing both 
taxes. As in the past, that value need not reflect in any way the book, market, 
fair, par or any other value. 

The new capital stock tax provisions apply first to the capital stock tax 
year from July 1, 1935 to June 30, 1936, or portion thereof, and the value must 
be declared and tax paid in July, 1936. The new excess-profits taxes apply 
to the first taxable year ending after June 30, 1936. Hence a corporation hav- 
ing a fiscal year ending from July 31 to November 30, 1936, will be subject 
to the old income tax law and the new capital stock and excess-profits tax law. 


Estate and Gift Taxes 


There is not much to be said about the changes in estate tax and gift 
tax titles except to note, aside from increased rates which I need not detail, a 
change in procedure regarding estate tax determination. As the result of the 
recent (and I hope past) depression, some estates found that the proceeds of 
sale of the assets were less than the tax based on values at date of death or, if 
not less, were so low as to make the tax very burdensome. To ease this situ- 
ation, executors are now given an election to base the tax on values either at 
date of death or one year thereafter. If the latter basis is adopted. any assets 
sold during the intervening year must be taken at sales price. For income 
tax purposes, however, the value at date of death is still required to be used 
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as the basis for determining gain or loss on subsequent sale. These new 
estate tax provisions are applicable to the estate of any person dying after 
August 30, 1935. 

The new and higher gift taxes apply only to gifts made after December 
31, 1935. 

In addition to the changes discussed, there also have been a few changes 
in excise and compensating tax provisions which I think are not of general 
interest and which I will not detail. 

A few changes have been made in administrative sections. One provides 
that any interest accruing after August 30, 1935 shall be added at the rate of 
6 per cent per annum. Before that time, interest in certain cases, such as 
failure to pay when due, delinquent filing of, or failure to file, returns, fraud, 
etc., was computed at the rate of 12 per cent per annum. The rate of penalty 
for late filing also has been modified and after August 30, 1935, will be added 
at the rate of 5 per cent for each month, or fraction if less than a month, until 
it reaches 25 per cent. Under the prior law, 25 per cent was assessable even 
for one day’s delay. 

That covers the changes embodied in the Revenue Act of 1935. I cannot 
leave the subject of law changes, however, without mentioning two other 
statutes. One is the Social Security Act which levies a tax on payrolls or 
salaries starting with January 1, 1936. 


Agricultural Adjustment Act; Processing Taxes . 


The other law I have in mind covers the processing and related taxes 
and is known as the Agricultural Adjustment Act. The newspapers con- 
tained many items about injunction suits relating thereto and the possible 
unconstitutionality [U. S. Supreme Court ruled it was unconstitutional on 
January 6, 1936] of the A. A. A. It would require too much time to explain 
what was behind it all but it led to certain amendments to the Act which may 
be of importance to clients. 

One change in the law gives retailers of cotton products, flour and cer- 
tain wheat cereal preparations the right to obtain a refund in respect to floor 
stocks on hand when the tax terminates. Prior to that amendment, no refund 
was allowable in respect of any retail floor stocks. 

The other changes relate primarily to the making of refunds in the event 
the law is declared unconstitutional. 

The making of a refund of tax to any processor on the basis of the inva- 
lidity of the law has been limited to cases where the processor did not pass 
the tax on to purchasers, directly as such, or as part of the sales price, or has 
not charged it back to the producer of the commodity. The burden of proof 
is on the processor. To facilitate such proof, changes in methods of billing, 
of stating the price, or of accounting for costs may be necessary. In other 
words, methods of doing business or of accounting therefor should be ana- 
lyzed and altered where necessary to facilitate the making of such proof. 

On the other hand, refunds to holders of taxable floor stocks can be made 
only if the holder thereof proves that the tax was passed on by the processor. 
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The purchasers of processed products who might thus be entitled to refund 
will find it desirable to do their purchasing on a basis that will aid them to 
prove that they paid the tax. Thus you can see developing a conflict of 
interest between the processor and the customer, as the method that helps 
one hurts the other. I mention all this because the matter of business policy 
as well as of tax advantages should be considered in each case. Attempts to 
make sales on a basis to show that the tax has not been passed on may cause 
a loss of business. 

It is probable that to minimize refunds the Government will support 
the claims of purchasers that the tax was passed on to them because then the 
refund will be limited to the tax on their floor stocks, while the processor, if 
it can be shown that the tax was not passed on, might obtain a refund of all 
taxes paid during the existence of the law, without being limited to the floor 
stocks. Processors, of course, are primarily interested, so far as taxes are con- 
cerned, in the constitutionality question because only a ruling that the law 
is invalid could make possible a refund of all taxes paid. Purchasers, how- 
ever, may receive their refund whenever the tax terminates, even if the law 
were constitutional, the only difference being that with the law considered 
invalid they must prove that the tax was passed on to them. 


Important New Decisions 


Mentioning the recent injunction proceedings in connection with process- 
ing taxes naturally leads to the second phase of this article—important new 
decisions. 

I believe our courts were never more prolific in handing down tax deci- 
sions than during the past twelve months and, paradoxically too, they seem 
to have created two new questions for every one they settled. 

To begin with, I think we ought to have some common understanding 
of what makes a decision important. I consider a decision to be of general 
importance for one or more of three possible reasons. 

1. Because it may settle moot questions or interpret provisions of law 
not previously judicially interpreted. 
2. Because it may reverse practices generally accepted or regarded as 


settled, particularly for accountants if the decision is generally con- 
trary to accepted accounting practices, as some are. 


3. Because it may establish new theories which may be extended to 
tax questions other than those involved in the particular case or 
indicate trends in the court’s points of view which may affect cases 
decided later. 

With that in mind, therefore, I propose to discuss certain decisions which 
I think will be of especial interest to members of the profession of accoun- 
tancy. Before discussing these cases, however, let me remind you that lower 
court opinions are not necessarily final and their theories may be reversed, 
perhaps even in other cases if the particular case involved has not been 
appealed. Consider them, therefore, in that light. 
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I dare say that no more important tax decision was handed down by 
our Supreme Court than its ruling in the well-known Gregory case (55 S. Ct. 
206) decided January 7, 1935. At the same time I recall no decision that was 
more unsatisfactory, not because of its conclusion, but because of the uncer- 
tainty which it created. It is somewhat difficult to determine the basic reasons 
for the result. The lower court expressed certain reasons for its decision. 
The Supreme Court’s opinion stated that the lower court’s reasoning leaves 
little to be said—then it went on to say a lot more about an entirely different 
theory. 

It involved the taxable status of a transaction pursuant to a plan of re- 
organization and I shall not discuss it from that point of view but rather in 
the light of the possible application of its principles to other circumstances. 

The court held the transaction fully taxable because the reorganization 
under which exemption was claimed, even though meeting the strict lan- 
guage of the exempting statute, was one having no relation to the business of 
the corporations—an operation, as the court said, “having no business pur- 
pose.” Hence we are now confronted with the problem of to what extent a 
transaction must be germane to the business. That principle may not be lim- 
ited to reorganization problems. The case of George H. Chisholm, for 
example, involved the basis for determining gain or loss in respect of prop- 
erty transferred to a partnership. Against the taxpayer’s claim that the 
basis was the value when the property was contributed to the partnership 
(which, incidentally, was held to be the correct basis in that case and othess) 
the commissioner argued, under the Gregory case rule, that the transfer was 
not a proper business transaction and had not a business purpose. The 
Second Circuit (69 Med. (2nd) 809) (certiorari later denied by Supreme Court) 
disapproved the application of the Gregory rule in that case on the facts 
but did not deny the principle. The same proposition has been advanced as 
a basis for disallowing stock-sale losses. If the theory of germaneness to 
business of a transaction involving deduction of a loss or expense or exemp- 
tion of a gain is a test to be applied broadly, our procedure may be upset. 
Furthermore, without saying a word about it, the Supreme Court did, in fact, 
look through form to substance and so the case has since been cited in sup- 
port of that principle. The answers to our questions must await further 
elucidation by our highest court. In the meantime, however, beware of the 
possibilities in deciding any tax question. 


Decisions Concerning Stock Transactions 

My reference to stock-loss sales leads to consideration of a number of 
decisions dealing with stock transactions and because so many of us are con- 
cerned so frequently with them, I shall refer to them in greater detail. 

First, there were decided several cases in which the taxpayer attempted 
to use the first in-first out method, regardless of identification. When the 
commissioner of Internal Revenue claimed identification was possible, the 
Board of Tax Appeals held that the taxpayer had no free option to use that 
method and permitted identification by the commissioner when that was pos- 
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sible despite the taxpayer’s objection (A. D. Geoghegan) (31 B.T.A. 93), also 
William W. Miller, (31 B.T.A. 192). 

Second, the Board held that more specifically the basis was “first 
acquired-first sold” rather than “first in-first out”. In the case of a taxpayer 
buying stock on margin and later depositing in the account stock in the same 
corporation purchased outright at an earlier date, the Board held that the 
stock first acquired was first sold even though it was second in the account, 
(W. A. Forrester) (32 B.T.A. 110). 

In the case of J. L. Rankin, Exec. (55 S. Ct. 732), the Supreme Court estab- 
lished a new principle. Those of you who are familiar with brokerage pro- 
cedure are aware of the fact that for margin accounts the broker does not 
identify shares as belonging to any particular account, and, hence, if one 
customer purchases, through a margin account, several lots of the same stock, 
identification by certificates is impossible. Generally, therefore, the first in- 
first out rule was applied. The Court held, however, that if the customer 
directed the broker to sell the shares purchased on a certain day at a specified 
price, that constituted identification for tax purposes and the cost of that 
block should be used to determine gain or loss. 

Later, the Board, in applying the Court’s theory (U. H. McCarter, (33 
B.T.A. 51) held that it meant it to be applied only to cases where, because 
of the nature of the transactions, it was impossible from the beginning to 
earmark particular certificates as representing a particular purchase so that 
identification by date and price of purchase was the only means ever avail- 
able. Such a method constitutes identification under the regulations and the 
exercise of the right of selection of the property to be sold. Ina very recent 
case, William W. Miller, decided December 9, 1935, the Second Circuit applied 
the same principle, i.e., identification by designating to brokers a particular 
purchase on a specified day at a specified price, even in cases involving safe- 
keeping securities, and allowed the cost of shares so designated by the tax- 
payer even though the commissioner proved by certificate numbers that other 
shares were delivered. 

Because it was believed so generally that the first in-first out rule had to 
apply to margin accounts because of the impossibility of identifying certifi- 
cates, few taxpayers heretofore have ordered brokers to sell particular pur- 
chases and they cannot benefit under the court ruling. For the future, how- 
ever, they may take advantage of it. This decision also is important because 
there may be other situations, aside from margin accounts, to which the same 
principle may apply. 

Board and Lower Court Rulings on Stock Rights 

We have had a few decisions of the Board and lower courts involving 

stock rights. The principles therein laid down, without discussing them, are: 


1. Stock rights if held over two years are capital assets (under prior 
laws). Samuel Insull, Jr., (32 B.T.A. 77). 


2. Rights to subscribe to stock of another corporation are not taxable 
as dividends. Bradley W. Palmer, (32 B.T.A. 75). 
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3. Stocks purchased within two years of sale under rights received on 
stock acquired more than two years prior thereto are partly capital 
assets (Over two years) to the extent of the old interest therein and 
partly non-capital assets (under two years) to the extent of the new 
interest therein. A complicated allocation based on old value and 
new subscription price is required. Wood v. Commissioner (75 Fed. 
(2nd) 364). This is not being followed by the Board, however. 


Finally, we come to the cases involving stock-loss sales between mem- 
bers of a family and controlled corporations, particularly where repurchases 
aiter thirty days are involved. Under the present law, most of these losses 
are not deductible regardless of bona fides or repurchase, but many cases of 
prior years are pending and I suppose many readers are interested in such 
problems, especially in view of the so-called drive of the Bureau against 
losses of that type. We have had a number of decisions, a number of them 
unfavorable to the taxpayers. In S. M. Shoenberg (77 Fed. (2nd) 446), the 
Eighth Circuit Court, while not applying the “business transaction” theory 
of the Gregory case, did cite that case in support of its ruling to “look 
through form to substance.” Perhaps the best general theory that can be 
extracted from these cases is set forth in the decision of that same circuit in 
R. R. Rand, Jr. (77 Fed. (2nd) 450), stating: 

“Tf the sales by the taxpayers to Trux were complete and final with 
no understanding with him as to repurchase the loss was deductible, 
otherwise not (Shoenberg v. Commissioner) (77 Fed. (2nd) 446). The bur- 
den was upon taxpayers to establish the above fact. Transactions of 
this character are necessarily secret and the real situation is known only 
to the immediate parties. The Board was not compelled blindly to 
accept their testimony that there was no such understanding. It could 
examine the probabilities of such truth as revealed by the evidence of 
what was done.” 

In other words, the court approves what the Bureau has been doing in 
“inferring” repurchase understandings when definite agreements did not 
exist, cannot be proven or perhaps were not definitely had. 

\When the law was amended to apply certain limitations on deductions 
for security losses, questions were presented with respect to the treatment 
of brokerage commissions on security purchases and sales. If the net losses 
were substantial and the commissions were deductible separately, the total 
deduction for both commissions and losses would thus exceed the limit of 
$2,000. In answer to those questions, G.C.M. 15430 held that in cases of 
traders or taxpayers making casual sales, such commissions were to be 
treated as part of the purchase cost or selling price and the gain or loss com- 
puted accordingly. No court decisions on that point have been rendered, 
however, and personally I question its validity, particularly in the case of a 
trader. 

From the subject of stock transactions we go to the subject of dividends 
and find that the Sixth Circuit on March 14, 1935 affirmed last year’s Board 
decision in Tillotson Manufacturing Company (76 Fed. (2nd) 189) holding that 
common stock paid as a dividend to preferred stockholders is taxable as a 
regular dividend and is not a stock dividend. 
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Bond problems follow stock problems in logical sequence. Here we 
observe that the commissioner of Internal Revenue, after being unsuccessful 
in getting court approval for his disallowance of the deduction for unamor- 
tized discount and premium on bonds retired when it is accomplished with the 
proceeds of a new issue (California and Oregon Power Co.) (C.C.A.-D.C. 75 
Fed. (2nd) 644), finally issued T.D. 4603. This allows the deduction of such 
items with the further proviso that in respect of cases closed without the 
allowance, or in certain open cases on the election of the taxpayer, such 
unamortized discount and expense may be spread over the life of the refund- 
ing bonds. 

In I.T. 2846 the commissioner held that a profit realized by a cor- 
poration by repurchase of its own bonds at less than the amortized issue price 
was not a profit on a capital asset and hence did not permit the deduction of 
offsetting capital losses under the limitations of section 117(d) of the present 
act. 

Important Real Estate Decisions 


Two decisions affecting real estate may be considered of importance. 
The Second Circuit (New York Circuit) held invalid the regulations to the 
effect that if a lessee erects a structure on the land, the lessor realizes gain 
either in toto when erected or proportionately over the period of the lease. 
It held in Hewitt Realty Co. (76 Fed. (2nd) 880) that gain, if any, is realized 
only when the land is sold. From the point of view of the lessee, the same 
circuit held that as a matter of law the cost of improvements should be writ- 
ten off over the first period of the lease involved, regardless of renewal 
periods or the fact that the probable physical life of the improvement was 
in excess of the first period of the lease (Millinery Center, Inc.) (73 Fed. (2nd) 
1007). While the commissioner of Internal Revenue has not appealed any 
of those cases and in amending the regulations did not follow the Hewitt 
Realty Co. case, I understand he is following the Millinery Center, Inc. case 
regarding amortization of the cost of leasehold improvements. 

In connection with trust income, the Supreme Court held in Douglas v. 
Willcuts, decided November 11, 1935, that income of a trust created by a hus- 
band under court decree to be paid to a divorced wife in lieu of or as alimony 
was taxable to the husband and later in Helvering v. Edmund O. Schweitzer, 
decided December 9, 1935 that trust income used only to pay maintenance 
expenses, etc., of minor children was taxable to the parent grantor. Both 
of these cases, clearly strong cases for the Government, were decided on the 
theory that the trust income used for the purposes specified relieved the 
grantor of an equivalent legal obligation and was taxable to such grantor as 
though the income had first been paid to the grantor and then used to pay 
such obligations. 

In connection with the computation of individual income taxes, the Bu- 
reau issued three office decisions of importance. One of them (I.T. 2872) 
holds that the 15 per cent contributions limitation should be applied, in the 
case of a joint return, to the separate incomes and contributions of each 
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spouse in the same manner as though separate returns were filed. The 
second (I.T. 2855) applies the same principle to the computation of the 
earned income and United States interest credits. 

The third change appeared in article 117(5) of regulations 86 when they 
were issued and, on the same theory, provided that the $2,000 limitation on 
nei losses from capital asset sales or exchanges must be computed separately 
for each spouse. You cannot, therefore, offset the losses of one against the 
profits of the other. 


On the subject of bad debts, a number of decisions were handed down 
during the past twelve months. Most of them are not of general importance 
because they are largely factual problems. One decision, however, that of 
the Board in Henry R. Huntting (32 B.T.A. 65), involves a principle of impor- 
tance. The Board there held that a debenture bond of an issue traded in 
on the Stock Exchange during the year at about 3%, but not quoted at the 
close of the year, could be charged off in part as a partially worthless debt, 
even though the corporation then in receivership was reorganized during the 
following year and the taxpayer received stock of a successor company for 
his bonds. 

I attach major importance to this case, not because of its effect on bad 
debt cases, but because, if upheld, it may permit a write-off, as a partially 
worthless debt, of investments in bonds, which procedure would avoid the 
percentage of loss limitation of section 117(a) and the $2,000 limitation of 
117(d) of the Revenue Act. These limitations would be applied if the bonds 
were sold and a loss claimed on such disposition. 


A Case Touching the Question of Estoppel 


The question of estoppel was given some consideration last year but I 
cannot see that any particular principles were evolved. Most of the cases 
involved lower court decisions and the trend generally favored the taxpayers. 
One case, however, is important because, in it, the Supreme Court, for what 
appears to be the first time, invoked a similar principle against the Govern- 
ment. The case, Bull v. U.S. (55 S. Ct. 695), involved a decedent member of 
a partnership. Under the firm agreement, his estate was entitled to a share of 
the partnership income from date of death to the end of the calendar year. 
In auditing the estate tax return, the Government included in the estate 
value, subject to tax, the decedent’s share of the firm’s earnings subsequent 
to death. The additional tax thus resulting was paid. Four years later, 
after auditing the estate’s income tax return, the Government proposed an 
additional assessment resulting from including in income thé same earnings 
which had been held part of corpus at death. Such tax was also paid and a 
claim was filed for refund of either the income or estate tax paid on the same 
item. 

The Court of Claims held the item to have been taxed properly as income 
but denied refund of the estate tax because the statute of limitations had 
expired before the appropriate action had been started. The Supreme Court, 
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on review, held that the overpaid estate tax, even though outlawed by statute, 
should be credited against the additional income tax, and as the income tax 
assessment had been paid in full, a refund was ordered. 

In several pages of opinion, it did not refer to estoppel, as such, but 
referred frequently to equity. Estoppel is an equitable defense. 

This decision may, therefore, provide a foundation for equitable rulings, 
tantamount to the application of the theory of estoppel against the Govern- 
ment, in cases involving other issues. There may well arise other claims of 
the Government for additional taxes where, to use the court’s words, “the 
unjust detention is immoral and amounts in law to a fraud on the taxpayer’s 
rights.” 

I have one other ruling to refer to. It deals with the subject of the cap- 
ital stock tax. The law requires that a corporation becoming taxable during 
the year declare a value for its capital stock at date of organization. At 
incorporation, a corporation usually has little capital. If that were the date 
as of which the value should be declared, and a value sufficient to exempt 
the year’s earnings from excess profits tax were declared, it can be seen 
readily that the capital, when it actually was paid in later, would be added 
to the original declared value and thus double succeeding years’ capital stock 
tax. On the other hand, if a nominal original value were declared, the first 
year’s income would be subject to excess profits tax. 

The Bureau ruled in an informal letter (par. 6505 C.C.H. vol. III) that 
the original value should be declared not as of date of incorporation, but as 
of date of organization to do business, i.e., when its starting capital, cash or 


assets, was actually paid in. 


Presented at the November, 1935 meetings on taxation of The New York State Society of Certified 
Public Accountants. 
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Some Developments in Federal Taxation 
and a Review of New York City 
Special ‘Taxes 


By NATHANIEL B. Bercman, C.P.A. 


F widespread interest are the principal developments in 1935 relating to 

the penalties on surplus accumulated to evade internal revenue taxes. 
The history of these provisions of law since they were first introduced under 
the 1918 Act is, undoubtedly, very familiar to the members of the Society 
and it is apparent that it never will be possible to generalize as to what con- 
stitutes an unreasonable accumulation of surplus. No reference will be made 
to decisions relating to corporations which fall within the category of per- 
sonal holding corporations taxed in the 1934 Act under section 351, although 
it may be noted that in the Revenue Act of 1935, the amendments include a 
provision relating to personal holding companies which clarifies the provisions 
in the 1934 Act relating to the deduction of dividends paid in arriving at the 
undistributed adjusted net income. 

Since the trend of the decisions is that the status relating to prior years 
is not res adjudicata with respect to subsequent years, the burden of proof 
continues to be clearly upon the taxpayer to show that accumulations areenot 
unwarranted. With corporations beginning to resume their normal activities, 
the problem of determining liability under this section of the law will be a 
very serious one. Questions of future expansion of the business, the manner 
in which the surplus is invested, the character of the business and the debt 
situation of the corporations will affect the determination of liability to the 
penalties provided for excessive accumulations. 

A glaring injustice becomes apparent in those cases where under state 
law, corporations are prohibited from paying out dividends so long as a deficit 
exists. A corporation might sustain a capital net loss sufficient to wipe out 
its surplus, but since the law limits the deduction, surplus is treated as though 
no such loss had occurred. The situation with regard to an operating cor- 
poration whose investments may have declined in value is in a similar 
position. 


Decisions Concerning Evasion of Surtax 


In one decision this year, the income earned by a corporation was due 
to the personal power of a taxpayer as a director of motion pictures. Earnings 
were accumulated for the purpose of financing production. The Board held 
(three members dissenting) that it had not been shown that the purpose was 
to evade surtax (Cecil B. De Mille v. Commissioner) (31 B.T.A. 1161-N.A.). 

On the other hand, the Board held against the petitioner in the case of a 
company engaged in a related business, Wm. C. De Mille Productions, Inc., v. 
Commissioner (30 B.T.A. 26). Profits of this company were derived from 
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contracts with other picture companies to make motion pictures. The con- 
tracts were virtually made through the efforts of the sole stockholder. Surtax 
was not imposed on the corporation for the years during which surplus was 
accumulated with a view to expanding activities and attaining independent 
production. The Board held, however, that a purpose to evade the surtax 
was shown when these projects were abandoned and the money was lent by 
the corporation to its principal stockholder. 

In another case, all of the stock of the company was held in trust by a 
trust company under the will of a decedent. The trust company desired to 
liquidate the company, but owing to the nature of the assets of the corpora- 
tion it was found impracticable to do so. The Board found in this case that 
the purpose was not to avoid surtax (/rvington Investments Co. v. Comanis- 
sioner) (32 B.T.A. 1165). 

In another case, U. S. v. R. C. Tway Coal Sales Co. (75 Fed. (2d) 336), 
the president, who was a majority stockholder, borrowed extensively from 
the corporation. Bank loans of approximately similar amounts were negoti- 
ated by the corporation at about the same time. The Circuit Court of Appeals 
held that there was no violation of the penalty section and took the position 
that the effect was a borrowing of money for the stockholder from the bank 
through the medium of the corporation. The court in this case took the 
position that since the avoidance of surtaxes is the condemned purpose in 
this section of the law, the existence of a surplus not unreasonably large in 
respect to the needs of the corporation is substantial evidence that such a 
purpose does not exist. 

Another case decided in favor of the petitioner contained unusual cir- 
cumstances. The petitioner corporation was organized to take over the 
business of an individual who was engaged in making cartoons. The indi- 
vidual was stated to be extravagant and it was expected that putting him 
on a salary basis would curb his extravagance. Another purpose of incor- 
porating was to provide capital out of the savings to the individual to meet 
certain contingencies of the business. The Board held, with two members 
dissenting, that the surplus was not accumulated unreasonably and that the 
corporation had not been formed or availed of for the purpose of escaping 
surtax (Fisher & Fisher, Inc., v. Commissioner) (32 B.T.A. 211, N.A.). In this 
case the Board appears to have given special consideration to the fact that in 
the event of failure of the then source of income, the corporation would have 
to meet heavy losses. It was brought out that the individual drew funds 
from the corporation, but that he had no control over it and it was made 
clear to the Board that the individual did not, in fact, organize the corpora- 
tion. 

The Treasury has ruled in I.T. 2881, XIV-14-7413 to the effect that 
under the alternative method provided by the law, the shareholders must take 
up their entire distributive shares of the income in their returns at the time 
of filing their returns. If this is not done the tax under the penalty section 
will apply and cannot be avoided by the filing of amended returns. 


tio 


pro 
mit 
in 
erti 
sha 
plai 
con 
Stor 
Stor 
pos 
whi 
be i 
indi 
per 
enti 
cory 


whi 
July 
case 
min 


A 
ni 
19 
sit 
pt 
th 
| of 
Fin 
im 
re 
an 
re 
Co 
ert 
= 


ying 
this 
t in 
ave 
nds 
ade 
ora- 


that 
cake 
ime 
tion 


Non-taxable Exchanges 

The decisions relating to exchanges where no taxable income is recog- 
nized have been augmented by certain important decisions during the year 
1935. A new rule, apparently, has been established by the Supreme Court in 
Helvering v. Gregory (26 F. (2d) 1,809, aff'd 55 Sup. Ct. 266). In this deci- 
sion, the Court stated that a reorganization must have a business or corporate 
purpose, otherwise it will not be recognized even though it literally follows 
the provisions of the law. The provision permitting the tax-free distribution 
of reorganization securities without the surrender of stock does not appear 
in the 1934 Act. The principle involved, however, makes the decision very 
important and, undoubtedly, influenced the drafting of article 112(g) (1) of 
regulations 86. In this case, the Court decided in favor of the Government 
and athrmed the judgment of the Circuit Court of Appeais, which had 
reversed the decision of the Board of Tax Appeals in 27 B.T.A. 223. The 
Court’s decision holds that the amount realized from the sale of the prop- 
erty received in liquidation was equivalent to a dividend for the A corpora- 
tion. The facts were as follows: 

Some property of A corporation was transferred to B corporation 
for all of the stock of the latter. A then distributed stock of B to the 
sole stockholder of A. B was then liquidated and the stockholders then 
sold the property received. This was unquestionably a reorganization 

under the law. The Supreme Court said: “The whole undertaking * * * 

was in fact an elaborate and devious form of conveyance masquerading 

as a corporation reorganization and nothing else.” 

In Newberry Lumber & Chemical Co. v. Commissioner (33 B.T.A. 25), the 
properties of a defunct corporation were bought by a bondholders’ com- 
mittee and payment was made with $400,000 in deposited bonds and $400,000 
in cash. Subsequently, a new corporation was organized to which the prop- 
erties were exchanged in return for a demand note for $3,200,000 and 13,000 
shares of common stock. Shortly after the new corporation was formed, the 
plan was changed and in exchange for the aforementioned demand note and 
common stock there were issued mortgage bonds and preferred and common 
stock. The Board held that a reorganization was not effected because the 
stockholders of the old company were eliminated and the bondholders got 
possession and control. This decision, while applicable under the 1934 law, 
which requires that substantially all the properties of another corporation 
be in exchange solely for voting stock in order to constitute a reorganization, 
indicates the position the Board is likely to take in determining the fifty 
per cent continuing interest in order that the new corporation might be 
entitled to the old corporation’s tax basis when the bondholders of the old 
corporation become the stockholders of the new corporation. 

The decision in Bus & Transport Securities Corporation v. Commissioner, 
which was decided by the Circuit Court of Appeals for the Third Circuit on 
July 3, 1935, appears unjustifiable even when the decision in the Gregory 
case is considered carefully. The facts in the case so far as they can be deter- 
mined from the Circuit Court’s decision are that an individual owned the 
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capital stock of a bus company which another company decided to acquire 
for preferred stock of the latter. Each of the parties organized a corpora- 
tion and transferred the bus company stock and the preferred stock respec- 
tively. Apparently an exchange was made of the stocks of the new com- 
panies, which seemed to be in compliance with the letter and the spirit of 
the law. The Court, however, sustained a tax not on the individual but on 
his corporation. Part of the decision reads as follows: 


It is our opinion that the provision of the Revenue Act involved 
here is in no way applicable. The section is entitled: “The gain of a 
corporation.” We are not dealing with the gain of any corporation. 
The gain is that of C. E. Jacobus and his alone. Ii he is allowed to 
disguise that gain by the creation of corporations, any attempt to tax 
gain is rendered nugatory. 

In Fred L. Dickey v. Commissioner (32 B.T.A. 186), separate transfers 
of current assets for cash and other property for stock of a controlled cor- 
poration was held to be a single transfer for stock and cash. The facts are 
as follows: 

An individual owning certain clay and coal properties in 1935 made 
an offer to a newly formed corporation to exchange those properties for 
all of the stock of the corporation, conditioned upon the purchase by the 
corporation of the current assets, connected with the operation of the 
properties, for cash. The offer was accepted and the transaction was 
carried out in accordance with the terms of the offer. It was held, that 
the transfer by the individual of the assets, both current and fixed, and 
their acquisition by the corporation constituted one transaction and, 
further, that section 203(d) (1) of the Revenue Act of 1926 is applicable 
in computing the gain to the individual. 


Transactions between Affiliated Corporations 

Section 112(b) (5) of the 1934 law and corresponding sections of prior 
laws provide, in effect, that no gain or loss shall be recognized if property 
is transferred to a corporation by one or more persons (including corpora- 
tions) solely in exchange for stock or securities in such corporation, provided 
that the transferrors owns 80 per cent of the stock of the corporation immedi- 
ately after the transfer and provided that each person receives stock in pro- 
portion to his interest in the property. The basis of the property to the 
‘ corporation is then the same as the basis in the hands of the transferrors. In 
other words, if A and B or corporations A and B transfer property to cor- 
poration M for all of the stock of corporation M to be issued to A and B in 
proportion to the value of the property transferred by each, no gain or loss 
is recognized to A or B and corporation M keeps the basis of A and B. 

It always has been understood that if A contributed property other than 
cash, and B contributed cash, section 112(b) (5) did not apply and A 
realized gain or loss if he himself owned less than 80 per cent of the stock 
after the transfer. In a very surprising decision rendered in June of this 
year in Halliburton v. Commissioner (78 Fed. (2d) 265) the Circuit Court of 
Appeals for the Ninth Circuit reversed the Board of Tax Appeals and held 
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that cash should be treated the same as any other property for the purpose 
of section 112(b) (5), and that, accordingly, if A transfers property other 
than cash and B transfers cash to a corporation for stock, no gain or loss is 
realized by either A or B. 

It might seem at first blush that this decision would be favorable to 
most taxpayers. There have been, however, a great many reorganizations 
where a new corporation was formed which issued part of its stock for cash 
and took over the assets of a predecessor corporation at a stepped-up tax 
basis. If the decision in the Halliburton case should stand, most of these 
reorganizations would fall under section 112(b) (5) and the new corpora- 
tion would have to use the transferror’s basis for the assets. 

It is very doubtful whether this decision will become law. Section 
112(b) (5) refers to an exchange of property for securities. As pointed out 
in a Treasury ruling in G.C.M. 2862, C.B. VII-1, 161, an acquisition of stock 
for cash is a purchase and not an exchange. 

The amendment to section 112(b) of the 1934 Act is in the form of 
paragraph (6) and, apparently, was intended to ameliorate any hardship 
resulting from the tax on ten per cent of the dividends received by corporate 
shareholders from domestic corporations. Under this provision, no gain is 
recognized in the liquidation of a subsidiary if the property received is other 
than money. No loss is recognized even if money and other property are 
received. The provision is applicable only where the parent was in control 
of the subsidiary from the date of the enactment of the 1935 Act continuously 
to the date of liquidation. It does not apply if any distribution in pursuance 
thereof was made prior to August 30, 1935, the date of enactment. 

These liquidations being treated as tax-free exchanges, the basic provi- 
sions of section 113(a) (6) of the Revenue Act of 1934 will be applicable 
upon the subsequent sale or other disposition for the purpose of determining 
gain or loss to the controlling corporation. Consequently, the tax basis is 
the basis of the subsidiary’s stock in the hands of the parent. The entire 
gain will be taxable when the parent disposes of the property received from 
the subsidiary. 

This will create some new problems in the case of corporations which 
were included as a part of a consolidated return and where intercompany 
sales of capital assets were made during consolidation. 

While the right to file consolidated returns has been taken away (except 
for railroads) from corporations with years beginning after December 31, 
1934, the commissioner is still authorized to reallocate profits or losses of 
businesses owned or controlled by the same interests. The ‘scope and appli- 
cation of section 45 are covered in article 45-1 of regulations 86. Where this 
authority is exercised it will be necessary for the taxpayers to protest any 
unfavorable results which arise therefrom; particularly where the commis- 
sioner had exceeded the power delegated to him by the law. 

In Asiatic Petroleum Co., Ltd. v. Commissioner (C.C.A. 2, Aug. 16, 1935), 
the Court affirmed the Board’s decision and decided in favor of the Govern- 
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ment. The question which arose under section 45 of the 1928 Act was the 
authority in the statute to allocate to a domestic corporation a profit realized 
by a foreign corporation. A domestic corporation owned certain property 
which had appreciated in value and sold it to a foreign corporation at cost. 
The stocks of the two companies were owned by the same interests. The 
foreign corporation then sold the property to another domestic corporation, 
the sale taking place outside the United States. The Court held that under 
section 45 the profit was taxable to the taxpayer. The Court said: “Even 
without such a statute as section 45, many cases have gone very far in disre- 
garding formal transfers introduced into corporate transactions for the pur- 
pose of escaping taxation.” The Court also upheld the constitutionality of 
section 45. 
New York City’s Emergency Taxation; Special Excise Tax 

No discussion of present day taxes affecting residents of New York 
State is complete without a fairly thorough presentation of New York City’s 
tax laws. The excise tax on gross receipts of ordinary business and gross 
income of financial business, one of four such laws, applies to individuals, 
corporations, partnerships and business entities. The tax is in the nature 
of a charge for the privilege of carrying on or exercising for gain or profit 
within New York City, any trade, business, profession, vocation or com- 
mercial activity during the period from January Ist to June 30, 1936. 


1934 1935 1930 
Imposed under local #9 #17 
Effective May 22, 1935 Sept.29,1935 Dec. 4, 1935 
Ordinary business 
Exemption $15,000 $15,000 $15,000 
Rate 1/20 of 1 pet. 1/10 of 1 pet. 1/10 of 1 pet. 
Financial business 
Exemption $15,000 $5,000 $5,000 
Rate 1/10 of Ll pet. 1/5 0f 1 pet. 1/5 of 1 pet. 
Report due comptroller Aug. 1, 1934 Mar. 15, 1935 June 15, 1936 
Based on calendar year 1933 1934 1935 


The question of accrual date for Federal income tax purposes will arise 
where both of these taxes were deducted in 1934. 

Being a tax on the privilege of doing business in the city, a sale on an 
exchange in the city is deemed to be consummated within the city and the 
gross income therefrom is subject to tax. The origin of the transaction out- 
side of the city is immaterial. The comptroller, however, has permitted 
stock brokerage houses in New York City to allocate commissions received 
from business originating outside of the state, 60 per cent to the city and 
40 per cent to the outside office. 

Exemptions from the tax are as follows: 


1. Services and transactions of agencies of the Government oi the 
United States or of the city or state of New York. 

2. Services and transactions of charitable and religious corpora- 
tions whose income is exempt from taxation under New York laws. 
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Institutions subject to taxation under the banking laws. 
Cooperative corporations. 

Sales of real estate and rents derived from realty. 
Transactions in interstate commerce or foreign commerce. 


4. 
6. 


Tax exempt receipts or income are as follows: 


Money received as loans from a business and lent out to others. 
Stock dividends and rights. 


Sales of goods shipped from a factory outside of the city but in the 
state shipped to another point outside of the city but in the state. 


Receipts of borrowed money. 
Receipts of repayments by a lender. 


Gross receipts of ordinary business received in or by reason of any 
sale made or services rendered or commercial or business transaction in 
the city of New York includes: 


Cash Credits Property of any kind or nature (exchanges) 


Gross receipts exclude deductions for: 


Cost of property sold Cost of materials used 
Labor or service cost Interest 
Discount paid Expenses 


All receipts from business transactions, services rendered, vocations, 
professions, interest on bank deposits, notes, bonds and loans and royalties 
must be reported. Dividends received in connection with a business must 
be reported except that dividends on stocks of foreign corporations need not 
be reported if the stocks were purchased outside of the state of New York. 

Contractors who repair, alter, improve and manufacture personal prop- 
erty only report the net amount received for such services. 

Contractors who repair, alter, improve and construct real property on 
a lump sum contract must report the lump sum received or due less re- 
ceipts from sales of surplus materials. Payments made to subcontractors 
are reported as taxable receipts by them. 

Cost plus contracts include the total amount received. 

On guaranteed maximum contracts, with a percentage of savings clause, 
costs, cost plus percentage and percentage of savings must be reported. 

When the material and labor are paid for by the owner, he must report 
the cost of supervision or other compensation for services- 

The owner is to pay obligations assumed by the contractor and the 
report must be on a cost-plus basis of compensation. 

With respect to long term contracts, report on basis of percentage of 
completion irrespective of whether the work actually has been paid for. 


As regards instalment contracts, the total amount due must be reported 
whether received or not. 
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Taxable Receipts Specified 

The following receipts from sales in New York State are taxable: 

1. If the principal office of the seller is in the city, all sales in- 
volving shipments from a factory outside of the city, but in the state, 
to customers in the city; also all sales of goods shipped out of the city 
to customers out of the city, but in the state. 

2. All sales from bulk plants in the city to customers located out 
of the city, but in the state. 

3. Sale of any trade or business asset other than realty. 

Interstate Commerce: Receipts from sales in interstate commerce are re- 
ported as gross receipts, but are allowed as a deduction for the tax. 

Any sale which involves a transportation of the goods across the state 
boundary is one in interstate commerce. Such business must be done be- 
tween two or more states. If the purchaser accepts delivery of the goods 
in New York State, this is not interstate commerce. 

A commission merchant whose only office is in New York City must 
report his total commissions and no deduction is allowed for sales arising 
out of interstate sales. 

Definition of Financial Business: Services and transactions of private banks, 
private bankers, dealers and brokers in money, credits, commercial paper, 
bonds, notes, securities and stocks, monetary metals, factors and commis- 
sion merchants and where the comptroller determines as a fact, dealers in 
merchandise where the spread or difference between the cost of goods sold 
and the sales price is analogous to or in the nature of a commission and 
does not in any event exceed three per cent of the cost of goods sold. Such 
determination of fact by the comptroller is final. The act of March 22, 1935 
changed the rate from 114 per cent to three per cent. 

The definition includes a commission merchant who sells merchandise 
consigned or delivered to him for compensation termed a commission, a 
dealer in securities who buys and sells for customers as a trade or business 
or vocation and also security traders and investment companies. Insurance 
is not a financial business. 

Those in the category of a financial business are: 

Holding companies merely holding stocks or bonds of other corpora- 
tions, for control and receiving interest and dividends. 

Management corporations rendering financial service. 

Buying and selling of oil, gas and other royalties. 

Personal and industrial loan companies. 

Finance companies. 

Buyers and sellers of securities for their own account, when it con- 
stitutes a trade, business or vocation. 

Gross income is determined by deducting the cost of property sold or 
moneys or credits received in repayment of advances, credits or loans from 
total gross receipts after excluding deposits. Losses from dealings in money, 
credits, commercial paper, bonds, notes, securities, stocks and monetary 
metals may not be offset against profits or gross income from other sources. 
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New York City Public Utilities Tax, Local Law Number 21 


Imposed upon every public utility doing business in the city of New 
York and subject to the supervision of state or city Public Service bodies and 
every other utility in the city, local law number 21 went into effect on 
December 5, 1934. This law was re-enacted on December 4, 1935 for the 
period January 1 to June 30, 1936 and is known as local law 30. 

The privilege of exercising its franchise, holding property or doing 
business in the city during the calendar year 1935 or any part thereof is 
taxed under this law. 

The “utility” services included are the business of furnishing or sell- 
ing gas, electricity, steam, water, refrigeration, telephony or telegraphy. 

The rate of tax is three per cent of gross income of utilities under the 
supervision of the Department of Public Service and three per cent of the 
gross operating income of other utilities. The comptroller has ruled that 
rental income from property not used in utility operations is not subject 
to the tax. 

Any utility so taxed is relieved expressly from liability under the New 
York City excise tax on gross receipts from ordinary business and gross 
income from financial business imposed under local law number 17 of 1934. 

In the case of the ordinary utility, for instance, the case of a property 
owner who owns his own electric power plant for supplying tenants, the 
comptroller has ruled that the three per cent tax on gross income applies 
only to the sale of electricity to such tenants. 

The report, form 10-P.U., must be filed with the comptroller on or be- 
fore the 25th day of each month for the preceding calendar month. Pay- 
ment is due with the return. 

Penalties of five per cent of amount of tax plus one per cent per month 
of delay after the first month are provided. 


New York City Retail Sales Tax, Local Law 20 


The New York City retail sales tax, or local law 20, taxes sales of 
tangible personal property made at retail and certain services rendered in 
the city of New York. This law was re-enacted on December 4, 1935 for 
the period from January Ist to June 30, 1936, and is known as local law 
number 29. A retail sale is a sale to a customer or to any person for any 
purpose other than for resale in the form of tangible personalty. Service 
includes sale of gas, electricity, refrigeration, steam, telephone and _ tele- 
graph service for domestic or commercial use. 

The rate of tax is two per cent of gross receipts of taxable sales. The 
comptroller has issued the following schedule for the computation of the 
tax on sales of less than $1: 


13 cents to 62 cents 1 cent tax 
63 cents to 99 cents 2 cents tax 


On each sale of over $1 the tax is 2 cents plus the rate on the amount 
in excess of even dollars. 
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The Act was held to be constitutional in Garfield and Seligson v. City of 
New York and N. Y. Telephone Co., Supreme Court, Special Term, March 1, 
1935. Until such time as the issue is presented to courts of last resort and 
declared otherwise, it will have to be assumed that the City has not ex- 
ceeded its authority in the adoption of the Act and that the Act is within 
the scope and purview of the State Enabling Act. 


The purchaser is made liable expressly for the payment of the tax. The 
vendor is made liable expressly for its collection from the purchaser. 


It has been ruled definitely that the tax is deductible by the purchaser 
for New York State income tax purposes and that the vendor is not entitled 
to any deduction. 

Each vendor of personal property at retail must register with the City 
comptroller. As a practical matter of administration, the comptroller is in- 
sisting upon the registration of every vendor (including wholesalers with 
no retail sales whatever) of tangible personal property. Even if no tax is 
payable, he is requiring returns and audits thereof in order to check up lists 
of retailers and purchases made by wholesalers for their consumption where 
no retail sales tax has been paid. 

Any form of resale certificate will be accepted if it complies with the 
requirements of the law and the regulations promulgated pursuant thereto. The 
comptroller’s office has suggested and published a form that may be used. 
The vendor must refuse a resale certificate from a New York City vendee 
which does not indicate the registration number of the purchaser. The 
practical effect of this is to compel every retailer to register; also to com- 
pel every wholesaler to register if he wants to avoid having the tax added 
to his bill. The certificate must be signed and sworn to by the purchaser. 
It may take the form of a continuing resale certificate to cover all future 
sales, except those specifically noted otherwise. It may certify that prior 
sales made after December 10, 1934 were purchases for resale. Sales for 
resale made to vendees outside of New York City do not require certificates 
of resale. 

Federal and State Excise Taxes: The comptroller has not acquiesced in 
the decision of Socony-Vacuum Oil Co., Inc., Supreme Court, Special Term, 
August 31, 1935, and on September 11, 1935 announced that the City sales 
tax when applied to the sale of gasoline is to be computed on the total charge 
to the purchaser including Federal and state excise taxes. Until a pur- 
chaser successfully raises the same issue in the courts, it will be necessary 
to charge the sales tax on tangible personal property on a base including 
Federal and state excise taxes. 

Section 2 of the statute defines “sale” or “selling” as any transfer of 
title or both, exchange or barter, license to use or consume, conditional or 
otherwise, in any manner or by any means whatsoever for a consideration 
or any agreement therefor and may include the rendering of any service 
specified in section 2. 
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of From the foregoing, it is immaterial whether or not there is a delivery 

1, of the goods in the city if the agreement is made in the city by a vendor 

ad and purchaser within its jurisdiction. As the tax is imposed upon use or 

te consumption, receipts from renting or leasing of tangible personalty are 

oo taxable. Income from hiring of auto tires, trucks, buses, machines, clothes, 
furniture, radios and sales of tax, financial and trade services are taxable. 

i Receipts from the use of towels and linens supplied to barbers, beauty 
shops, etc., are not subject to tax because they are not for the personal use 
of the operator of the business. 

aid Receipts from a reorganization are taxable where the consideration con- 

ed sists of cash, stocks, bonds or securities, being based upon the fair market 
value of the consideration. 

ty If property is purchased for resale, but later is used or consumed by 

n- the taxpayer personally or in his business, it must be reported under a 

th special heading in the return, item 4, because it was not resold. 

. Sales Exemptions under the Act 

re Food for human consumption is nontaxable, except food, drink and 
entertainment in restaurants, cafes, etc., (including as a receipt minimum 

he or cover charge) where the charge to the patron is $1 or more. 

he Wines, liquors and other alcoholic beverages are taxable except beer 

ad. and malt beverages. 

ee Candy and confectionery items are taxable. Drugs and medicines sold 

he upon prescription are exempt, so are newspapers and periodicals. 

m- Sales to semi-public institutions are also exempt. 

ed Sales exempt by state or Federal constitutions include sales to Federal, 

er. state and municipal agencies where the purchaser is not subject to the juris- 

ire diction of the city and the goods are shipped to him outside of the city. 

or “Semi-public” is the term applied to those charitable and religious insti- 

or tutions which are supported wholly or in part by public subscriptions or 

es endowment and are not organized or operated for profit. 

In every case, where an institution deems itself to be exempt, it must 
in submit to the comptroller a statement as to its nature and character and receive 
m, a ruling as to its status. Unless such an institution certifies to the vendor 
es that it has established its exempt status, sales to it for consumption are tax- 
ge able. Tax exemption does not apply to purchase of property owned and not 
ir- used for charitable and religious purposes. For instance, sales to a clergy- 
ry man for his use as an individual are taxable. ; 
ng Where sales are made to such instrumentalities as Federal, state and 

municipal agencies, the question to be determined is whether the purchaser 
al is an actual government instrumentality and is performing an essential gov- 
or ernment function. For instance, sales made to a branch of the Federal Govern- 
on ment which is not performing a governmental function, but is such as usually 
ce is performed by a private enterprise, may not be taken as an allowable 
deduction. 
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Interstate Commerce Phases of the Act 


In Eastern Air Transport, Inc. v. South Carolina (March 14, 1932), the 
Supreme Court of the United States held that a mere purchase of supplies or 
equipment for use in conducting interstate commerce is not so identified with 
such commerce as to be immune from a nondiscriminatory tax on local sales. 
No substantial distinction exists between a purchase of gasoline for an air- 
plane in interstate transportation and a purchase of coal for the locomotive 
of an interstate carrier. In Wiloil Corporation v. Pennsylvania (1935) (55 S. Ct. 
358), aff'd 316 Pa. 33), the same court held that where the sales contract was 
made in Pennsylvania and it did not require or contemplate the interstate 
transportation of the gasoline, the fact that the distributor ordered the goods 
to be shipped from Delaware to its customers in Pennsylvania did not make 
the sale a transaction in interstate commerce. 

If, therefore, the vendor makes the sale in New York City, it is imma- 
terial whether the vendor delivers the goods here from points outside of the 
city or state of New York. 

Where the purchaser is outside the jurisdiction of the city of New York, 
no tax can be imposed upon a sale in New York when the goods are shipped 
to him out of the city. 

If the sale takes place outside of the city or state or in foreign countries 
and the property is delivered in the city to the purchaser the sale is not tax- 
able. Such a purchaser, however, will be required to pay a tax as a purchaser 
directly to the city of New York, or if no sales tax is paid he may be liable 
for a property tax (equivalent in amount) on his purchase which he must 
report and pay to the city under the personal property tax law. 

As concerns instalment sales, if the taxpayer elects to charge the tax on 
total selling price at the time of sale, the receipts are reported under item 1 
of the return, same as in ordinary sales. If the option is availed of to charge 
the tax on each instalment as it becomes due, then report under item 2 of 
the return, the receipts from instalment sales upon which tax is due. 

Manufacturers and contractors are ultimate consumers of machinery, 
tools, equipment and supplies used in connection with the production of other 
tangible personalty and such sales to them are taxable. 

Operators of buildings, offices and business enterprises are taxable upon 
purchases of furniture, equipment, appliances, supplies, etc., used in their 
operations. Such purchases are not for resale. 

Concerning a resale, where gas, electricity or steam is sold to a consumer 
for two or more purposes through one meter, the predominant character of 
his business is the determining factor in ascertaining the taxable status of the 
sales made to him. The servicing agency must determine the predominant 
character of a consumer’s business, 

Where tangible personalty is purchased for resale in the same form or 
as a component part of other tangible personalty to be resold, tlie sale is not 
taxable if a certificate of resale is given by the purchaser to his vendor. 
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Special treatment is given sales where it is impracticable and too expen- 
sive to make a detailed analysis of invoices or sales and to separate the tax- 
able from the nontaxable. The regulations permit the following methods: 

1. Percentage method: Analyze all sales for not less than 12 business 
days during each period, considering seasonal activities, and establish the 
ratio of taxable sales to total sales and apply to total sales for full period. 

2. Inventory method: Add to cost of taxable property at beginning of 

period, cost of purchases of taxable property during period and deduct cost 
of such property at end of period. 
3. Merchandise purchase method: [Extend taxable property at begin- 
ning of period to the actual retail selling price and add purchases of taxable 
period at the retail selling price and from the sum deduct retail selling price 
value of such property as remains on hand at the end of the period. 

4. Store and warehouse billing method: Adjust total billings of taxable 
property for period to actual retail selling price and add or deduct, as required, 
the difference between inventories of taxable property at the beginning and 
close of period adjusted to actual retail selling price. 

If one of the foregoing methods is adopted, it cannot be changed without 
the permission of the comptroller. 

Vendor must file return on form 12-STX as follows: 


Date for filing 
Period covered and payment of tax 
January Ist to March 31, 1936 April 15, 1936 . 
April lst to June 30, 1936 July 15, 1936 


The city is insisting upon returns from all vendors and by all pur- 
chasers where the seller has failed to collect the tax. 

Returns are to be filed in the borough office of the Bureau of City Col- 
lections where taxpayer resides or has principal place of business. If more 
than one place of business is maintained, a separate return is required for 
each place. If this is impracticable, a single return may be filed accom- 
panied with a schedule form 14-SL. 

If business is terminated, the return is due within 30 days from date of 
termination. If a business is sold, original vendor and new owner, each 
must file a separate return for the period during which each operated the 
business. 

A vendor regularly engaged in business must file a return for each 
period, whether or not a tax has been collected. The fact that no tax has 
been collected or is payable does not relieve the vendor from filing a return 
upon which this fact is indicated. 


Provisions Concerning Receipts and Deductions, and Explanations 

Provisions of the returns (page one) concerning receipts: 

1. Receipts from sales. 

2. Receipts from instalment sales upon which the tax is due. 

Receipts from sale of gas, electricity, refrigeration, steam, telephone 
and telegraph service, for domestic or commercial use. 

4+. Value of property purchased without tax used in business. 
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As to deductions allowable, the vendor has on himself the burden of 
proof to establish his right to all deductions and the amount thereof. This 
arises from the presumption of the law that the sale of property and services 
are subject to the tax until the contrary is established. This means that a 
resale certificate must be secured from every purchaser acquiring for resale. 
Otherwise, the transaction is taxable (unless exempt under some other 
heading) and the vendor must collect the tax from the purchaser. 


Provisions of the return (page two) concerning deductions: 


11. Sales for resale. 

12. Sales of food products for human consumption. 

13. Sales of food in restaurants, cafes, hotels, and other establishments 
where the charge per patron for food is less than $1. 

14. Sales to Federal, state and municipal agencies. 

15. Sales where vendor delivered property to points outside of New 
York City. 

16. Sales made outside of the city of New York. 

17. Sales to semi-public institutions. 

18. Cash discounts actually deducted at time of sale and trade dis- 
counts. 

19. Credits allowed on tangible personal property of similar kind ac- 
cepted in part and intended for resale (trade-in). 

20. Credits on property returned, canceled sales and defective mer- 
chandise. 

21. Other allowable deductions. 


As regards cash discounts, where the vendor quotes a list price with a 
deduction for trade discount, the net receipts are taxable. If the trade or 
cash discount is included in total receipts in the return, the amount thereof 
may be taken as a deduction under item 18 which concerns cash discounts 
deducted at time of sale and trade discounts. 

Regulations concerning trade-ins provide that when tangible personalty 
such as automobiles, refrigerators, radios, etc., is sold at retail and credit is 
allowed for property of a similar kind which is accepted in part payment and 
to be resold as a used article, the amount of credit is allowed as a deduction. 

The amount of the tax to be paid with a return is the greater of (1) 
two per cent of the total amount of taxable sales, or (2) the total tax charged 
to customers on taxable sales on the basis of the comptroller’s schedule. As 
the vendor is liable as a city collector of the tax under the law, tax collec- 
tions constitute a trust fund in his possession and must be kept separate 


from all other funds of the seller. 
The comptroller suggests that vendors maintain a separate bank account 


for collections. 

In the light of the foregoing, it would appear that neither cash collected 
nor tax liability as such should be reflected in taxpayer’s balance sheet, but 
should be covered by a note reference, if material and necessary. 
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Provision is made for a penalty of five per cent of the tax for failure to 
file return or to pay tax when due. After the first month an additional 
penalty of one per cent per month for each month’s delay or fraction thereof. 

Also, the following are misdemeanors: 

1. Failure to file required return. 

2. Filing or causing to be filed or making a return, certificate, affidavit, 


representation, testimony or statement required or authorized, which is wil- 
fully false. 
3. Wiliully failing to file the required registration certificate. 


4. Wilfully failing to display or surrender the required certificate of 
authority. 

Each are punishable by a fine of not more than $1,000 or imprisonment 
for not more than one year or both. The same penalties apply to the fol- 
lowing: 

1. Wilfully failing to charge separately from the sales price, the tax 
imposed. 


2. Wilfully failing to state the tax separately on any evidence of sale 
issued or employed by the vendor. 


3. Wilfully failing or refusing to collect the tax from the purchaser. 


4. Referring or causing reference to be made to the tax in any sales 
tag, placard or advertising in a form other than that required by law. 


Personal Property Tax, Local Law 25 
Under the provisions of the personal property tax, where personal prop- 
erty is purchased outside of the city of New York, a report of purchases is 
required, where the property owned or situated in the city has been pur- 
chased at any time during the calendar year 1935. This law was re-enacted 
on December 4, 1935 for the period from January Ist to June 30, 1936 and 
now is known as local law 31. 
The tax is at two per cent of the value of the following classes of prop- 
erty: 
Furs and fur products 
2. Radios, automatic sound and musical reproduction devices and all 
other musical instruments 
3. Automobiles, motor trucks, buses, airplanes, motor boats or other 
vehicles or part of same 
4. Building materials including accessories for fixation or improvement 


5. Machinery of every type, refrigerators and all machinery or mechan- 
ical equipment for domestic use 

6. Furniture and interior furnishings 

7. Jewelry, silverware, precious metals, and precious stones 


The penalty is five per cent of the tax and after the first month one per 
cent of the tax for each month’s delay or fraction thereof. 
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Exemptions from the tax are as follows: 
1. If the article has been or will be one on which the New York City 


retail sales tax will be paid. 

2. If the article is less than $100 in value, excepting building materials 
and supplies. 

3. If the article is a bona fide work of art. 

Valuation under this law is at the actual purchase price. 


The vendor must file the return on form 15-PX as follows: 


Return and tax due 


Period 1935 
January lst to March 31, 1936 April 15, 1936 
April Ist to June 30, 1936 July 15, 1936 


As a result of a scrutiny and check up of automobile and motorboat registra- 
tion lists, substantial amounts have been collected from purchasers who have failed 
to report and pay the tax on purchases outside of the city. 


Presented in part at the November, 1935 meetings on taxation of The New York State Society of 
Certified Public Accountants. 
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Trend of Taxation and Its Effect on Business 


By ExvtswortH C. ALvorp 


T least four major factors must be given serious consideration in any 
analysis, however cursory, of the likely trend of our national taxation 
and its probable effect on business. As a lawyer keenly interested in prob- 
lems of Federal finance, I realize that the course of Government depends 
on the developments concerning these factors which are really questions of 
the greatest public interest. 
The first is whether the Supreme Court is going to declare the process- 
ing taxes unconstitutional [declared unconstitutional on January 6, 1936]. 
Approximately one billion dollars of back revenue and sore than half a bil- 
lion annually are involved in that decision. 
Secondly, if Congress passes a bonus bill [became law January 27, 1936], 
advancing the date on which the adjusted service certificates of veterans 
become payable, I am told there must be tax legislation. Estimates will 
vary, naturally, by the method and amounts of payment, but generally it is 
understood that somewhere around two billions are involved. 
Concerning the third factor, war —in which event our revenue require- 
ments will mount considerably —there was a speaker in Washington re- 
cently who predicted with some certainty not only the very real probability 
of war but the imminence of war. P 
Then there is the fourth factor, that of Federal expenditures, an alarm- 
ing total, growing at an alarming rate. 
I really feel that an accountant should be the one to consider and weigh 
these factors rather than a lawyer. It is the professional accountant who 
knows the subject of taxation. Especially does he know much more about 
the computation of tax liabilities than any lawyer ever will. 


Accountants Made Many Constructive Suggestions on Taxation 


During some twelve years that I was on the other side of the firing line, 
I found that I always got more valuable suggestions, more constructive sug- 
gestions (and I am very sincere in this) from accountants who knew their 
job than I did from lawyers. I am very glad to say that a large number 
of accountants used to appear before us to state honestly what they thought, 
to tell us honestly what they recommended. If we did not agree with them, 
we told them so; if we did, we attempted to adopt their ideas and incor- 
porate them either in the statute or in the regulations or in decisions. 

But the trend of taxation is exceedingly interesting. It runs about like 
this: We find that from the beginning of our Government down to the 
Civil War its expenditures ran about $2 per capita. We then find that 
during the period beginning immediately after the Civil War and ending 
immediately prior to the World War, our Federal expenditures ran $7 per 
capita. Then, during the period immediately after the World War, down 
to three or four years ago (and I am excluding the actual war periods in 


| 
i 
y 
2 
| 
d j 
| 
i 
i 
1 
| 
} 
\" 
+. 
be 


my classification) we find Federal expenditures running about $34 per 
capita. Finally, we find ourselves at the present time with Federal expendi- 
tures running about $64 per capita. 

We are in our sixth year of consecutive deficits, including the esti- 
mated deficit for 1936—the fiscal year ending June 30, 1936. We will have had 
an aggregate of approximately nineteen billion dollars of deficits. And we 
are told by current papers that the period of deficits is not yet over. 

Looking at it the other way, we began the depression with a total Federal 
debt of approximately sixteen billions, which had been reduced from a 
high of approximately twenty-six billions at the close of the war, and have 
gone on to a debt today of almost exactly thirty billions. In other words, 
in five years we have almost doubled our Federal debt. We have gone from 
sixteen billions to thirty; we have added fourteen billion dollars to it. 

I do not have to convince readers of the need of balancing income and 
outgo over a period of years. One can get along with a deficit for a period 
of time; how long depends usually, I think, on about how long the surplus 
lasts. But there comes a time when it will have to stop. When that time 
is, with respect to the Federal Government, I do not know. No one will 
know until we wake up some morning and find there is no market for 
Federal securities. I do not think that time is in the immediate future. I 
do not think we have to worry about Federal securities for tomorrow or a 
month from tomorrow, conceivably not for a year from tomorrow. But 
sometime within the very near future, the budget will have to be balanced 
and I would put that time the fiscal year ending June 30, 1937. It is too 
late to touch the fiscal year of 1936, for we are already half way through it. 


Large Expenditures Authorized But Not Appropriated 


In addition to the rather astounding figures which I have presented, 
I wish also to point out two other factors. One is that admittedly there is 
always controversy as to just how much has been appropriated, because 
our bookkeeping down in Washington is kept on a cash basis, exactly as it 
is in a household. When a wife is authorized to make an expenditure, she 
may not make it until tomorrow, so that a husband can not tell just how 
much is going to be expended based on his authority. 

Our bookkeeping in Washington is kept on an expenditure basis. So 
that in addition to the actual expenditures which I have enumerated, there 
is a matter of authorized expenditures, and there are authorizations for the 
expenditure of some ten billion dollars in addition to the expenditures al- 
ready made. Now all of that is not going to be spent, but a substantial por- 
tion of it doubtless will be. r 

Secondly, and this is a point which perhaps frequently passes obser- 
vation, the Federal Government often authorizes a small expenditure for a 
particular project, for example, an expenditure of, say, ten million dollars 
on a project that is going to cost one hundred millions. Of the ten millions, 
one might have been spent, in which case one million will show up on the 
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cash statement, with nine million still to go. That nine million appears 
in authorized appropriations. But where are the next ninety millions com- 
ing from, not yet authorized, not yet appropriated, obviously not yet ex- 
pended? Sometime in the very near future the persons interested in that 
project are coming back to get the ninety million dollars. 

It is my very humble opinion that unless what I would call very drastic 
action is taken immediately, we are going to have expenditures continuing 
way out of bounds. Let me point out what this action must be. In round 
figures we are accustomed to collecting about four billion dollars annually. 
One can go back over the figures and see that that amount is about the 
annual collection over the period of the last several years. The average 
is probably a little less than that. 

Expenditures are being made at the rate of about seven billions — in 
excess of that for this year. The highest revenue which this government 
ever collected was that for the fiscal year ending June 30, 1920. That year 
included two 1918 installments, two 1919 installments —the years of high 
war taxes, of high war activity, of what we would call inflation so far as 
industry and finance are concerned. In that year, 1920, with an extra- 
ordinary income tax, with confiscatory excess profits and war profits taxes, 
with what in effect was a general sales tax, because there were few articles 
that missed the enumeration, in that year the government collected six bil- 
lion six hundred million dollars, or a little under that. “ 


Even War Taxes and Collections Would Leave Deficit Now 


So if we go back to the war schedule of taxes — taxes based upon war 
activity — we find that we would raise only six and one-half billion and 
that even then we would have to lop off our present budget at least a half 
billion of expenditures. 

In my opinion, taxes at rates of the war years could not conceivably 
produce six and one-half billions today or next year or the following year. 
If we have that which we all hope we will have, a return to what I call 
normal business activity, the best that we can hope for under the present 
law is about five billion dollars. That means that if we are going to have 
expenditures of two billion less than our present budget — but, neverthe- 
less, of six and one-half billions —the Federal Government must raise an- 
nually another billion and a half. 

I know of only two ways in which to raise that much money. I do 
not by any means profess to embody all the knowledge on revenue-raising, 
but to me there are only two ways. If other ways suggest themselves, I 
am very sure the people in Washington, as well as myself, will be glad to 
get them. 

First, if we are to raise six and one-half billions annually, it seems very 
certain to me that we have got to adopt what I call the British system of 
taxation. Roughly, that means a very high normal tax upon the income 
of everyone who earns, let me say, more than $500, $600 or $700 a year, 
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and a very high corporation tax of perhaps 25 per cent. I would estimate 
that this would produce about a billion dollars. This is the system which 
will produce substantial additional money from our income tax. The rev- 
enue produced by a program of taxing the wealthy is disappointingly small. 
So, if we are getting down to a truly serious effort to raise revenues to 
equal expenditures, the first thing to be done, in my opinion, is to adopt 
some plan approaching the so-called British rates. We will then still have 
Ave hundred million to go, and the only way that I know today to raise 
five hundred million dollars is through a general sales tax. 

Do not misunderstand me, I am not advocating either. I am merely 
asking the accountants who, after all, are on the firing line, to face this 
question and make this decision: Are we going to continue expenditures 
at the rate of six and one-half billions? If so, we have got to face the 
British rates and a general sales tax. 


Four Billion Cut in Spending Needed to Balance Current Income and Outgo 


If, on the other hand, we insist upon lopping off, in addition to the 
two billions I have already suggested to get us within the realm of reason, 
another billion and a half, we can bring ourselves within the revenue pro- 
ductivity of the present law. If, in addition, we are going to insist upon the 
removal of innumerable inequities in the present law, then perhaps we must 
still further reduce our expenditures. 

I say perhaps, for I am not at all certain that lower rates and more 
equity will produce less revenue. I think our rates are beyond the point 
of productivity. I think our present rates are hampering business and in- 
vestment to a point where income is not produced. I think they are dis- 
couraging business activity. Accountants know whether or not these facts 
are true. Are the persons for whom they work making new investments, 
embarking in new enterprises, expanding? Or are they taking surplus 
funds and putting them into tax-exempt securities, or keeping them as cash 
or short term investments? 

Permit me to make a few suggestions to the members of the New York 
State Society of Certified Public Accountants. Very seriously, my first 
recommendation would be that Congress resume complete control over ap- 
propriations and expenditures. I think I would repeal (I say this very 
seriously) all the existing authorizations so that henceforth Congress itself 
would decide how much is to be spent, when it is to be spent, and for what 
it is to be spent. 

Next, I would have Congress take into its own hands once more, full 
control of all revenue legislation. I would suggest seriously that the ap- 
propriate committees of Congress again consider revenue proposals on their 
merits. 

Accountants and the people they represent should have the opportunity 
to appear before the appropriate committees with specific proposals. They 
should know what the committees have under consideration, so that they 
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can make recommendations, attacking or approving the specific proposals 
before the committees and making new suggestions. The committees then 
can consider every recommendation and reach their own opinion as to what 
the rates should be and as to what the administrative provisions should be. 


Urges Society to Present Views on Taxation to Congress 


The New York State Society has always been an organization of the 
highest reputation—and I am not merely handing out encomiums. Its 
members are the leaders in the profession. It seems to me that they have 
an extraordinary opportunity to present the considered views of the Society 
on behalf of the Society, and not merely on behalf of an individual taxpayer 
or a small group of taxpayers. I am very confident that the members of Con- 
gress would be delighted to have those views. I am especially certain that 
the members of the Joint Committee on Internal Revenue Taxation would 
be happy indeed to have suggestions. I am hopeful that the Treasury would 
also. The Society organization can well cooperate, formally or informally, 
with such groups as the Chamber of Commerce of the United States, and 
the American Mining Congress. My suggestion is — present the views of 
the Society, and stick to them. 

Bear in mind that very few political issues are decided at hearings. 
Hearings are important, of course, for it is necessary to have a record. No 
one, however, should leave Washington with the expectation of achjeving 
results even on a perfect record. You would be surprised how few mem- 
bers of Congress read that record. They get no credit, really, if they 
merely read the record and vote accordingly; but if their constituents go 
and talk to them and explain what they want, and they vote accordingly, 
they do get credit. That is their job—they are down there representing 
the public. They are glad to see those whom they represent. Talk to them. 
Problems can be explained to them much more simply in personal conver- 
sation than at a formal hearing before a committee. 

If I were a member of the Society, I would suggest that it have a small 
group of perhaps three or five of its selected representatives in a position 
to speak for the Society, able, willing and free to go to Washington fre- 
quently to begin (even prior to the consideration of the legislation by Con- 
gress) by discussing proposals with the staff of the Joint Committee of the 
House and Senate. That staff is always on hand, and is very competent. 
It talks an accountant’s language. Then, discuss such proposals with the 
Treasury. If they are turned down by the Treasury, or by the staff of the 
Joint Committee, one should not lose heart. If they are sound, stick to 
them; battle them on through Congress. 

Now, then, let us assume that we have reached a point where Congress 
once more gives painstaking consideration to revenue bills which, under the 
Constitution, must originate in the House of Representatives. Let me throw 
out for consideration a few suggestions, not attempting to cover the entire 
field. 
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First, I think one of the greatest steps toward the simplification of our 
revenue laws would be the return to a computation of income more closely 
in accordance with sound accounting principles. Our arbitrary statutory 
determinations and definitions are utterly impossible. Income is not a legal 
concept. It is an accounting concept. Lawyers have muddled the field 
entirely too much, but that is in large part due to what I would call lack of 
diligence on the part of accounting organizations. But get “income” back 
to a business accounting concept. There are a few constitutional difficulties, 
but they will not bother accountants very much. 


Advocates Consolidated Returns 

Next, I think I would advocate the restoration of consolidated returns. 
[I still think that accountants are right on consolidated returns, and that 
there is no taxable income unless the entire group operating as a business 
has income. 

I would most certainly advocate the restoration of net losses. There, 
again, the hand of the lawyer displays itself. He says income necessarily 
is determined for a given period of time, a year let us say. He quite over- 
looks the fact that one year is rather a short period in the life of an indus- 
try or a business or an office. Certainly if one taxpayer has a loss this 
year and a gain next, he is not in as good a position to pay taxes as another, 
who has a gain this year and a gain next year. 

Great Britain allows the carrying over of losses for six years. Under 
our early revenue acts, it was allowed for two years. Then it was cut down 
to one year, and the next step was to eliminate it entirely. That is hardly 
fair. One year is a most arbitrary period. 

Then I am inclined to think —this is somewhat consistent with my 
first suggestion that the computation of income be restored to sound ac- 
counting methods—TI would eliminate the arbitrary, unjustified limitations 
on the deduction of losses. What we are trying to determine is a man’s 
ability to pay. The fact that he has a loss of one kind or of another kind 
is quite immaterial to him. The money in his pocket at the end of the 
year is only so much. Yet deductions of certain losses are arbitrarily denied. 

Next, I would attempt to simplify the reorganization provisions. That 
is a tremendous job, but I think the present confusion is attributable almost 
directly (and I think we of the bar should take the responsibility) to the 
hand of the lawyer. Simplification is indeed important so that accountants 
can have some idea as to what they can do without incurring extortionate 
tax liabilities. Bear in mind that every time a reorganization is put through 
which is supposedly ‘tax-free’, any decision that it is taxable is always 
delayed for several years, and then a terrific burden is imposed upon those 
called upon to pay the taxes. : 

I would also attempt to clear up the matter of corporate or subsidiary 
liquidations. Section 110 was murdered during the course of its enactment. 
It is a good step as far as it goes. Innumerable problems exist in 112 (b) 
(6) as it now stands. 
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Sees No Justification for Graduated Corporation Tax 


Then there is the graduated corporation tax. I say repeal it, for it 
never had a place in our law. There is no justification for it. Let us tax 
for the purpose of raising revenue, not for the purpose of regulating busi- 
ness, or attempting to produce certain social results although we may be 
willing to accept or advocate those results. Let us also repeal the tax on 
iutercompany dividends. There was a long, hard fight on that back during 
the war days, and it was decided wisely then that the funds out of which 
corporate dividends were paid had already borne a tax and should not bear 
one again, There is no justification in the world for doubling, tripling or 
multiplying the tax by reason of the fact that dividends pass from one cor- 
poration to another, 

I would also give the Board of Tax Appeals jurisdiction over miscel- 
lanecous taxes. The Board is a mighty good organization. It was created 
after quite a fight, in which I very gladly participated, and its continuance 
may be assured only after further fights. Bear in mind that its existence 
permits a judicial determination of tax liabilities before the taxpayer is called 
upon to pay. That, I think, is very just, especially since the Treasury de- 
cisions on tax liabilities are less than 50 per cent right. 

Those are a few of my suggestions in the legislative field. Next we 
come to a simplification of administration, something which can be done 
without legislation. The first thing I would advocate, if I were a member 
of the Society, is that proper significance be given to a certificate of a 
certified public accountant. Washington, so far as I know, is rather wont 
to disregard anything that anyone says, even though he be a certified public 
accountant. One of the secrets of the simplicity in Great Britain in the 
collection of taxes is the fact that accountants over there are accepted on 
the basis on which they should be accepted. Interminable examinations 
and investigations are not necessary, when a public auditor holding a proper 
position certifies that certain facts are the facts. 

Now, if the profession in this country is not on a level high enough 
to permit that, then bring the profession up. I do not think that is true, but 
if accountants are met with that answer, they should be prepared to com- 
bat it. 

Next, I believe that as representatives of taxpayers, accountants should 
insist that litigation is utterly unnecessary in settlement of tax liabilities 
except in a very small percentage of the border-line cases. Accountants 
should be able to settle without litigation 99 and 44/100ths per cent of the 
tax liabilities. But if they are to do so there must be an honest effort made 
by the Treasury to settle; there must be real power given to settle cases; 
and there must be no policy of driving everything into litigation — which 
involves not a little expense. A settlement policy is very sound from the 
Government point of view, as well’as from that of the taxpayers. After all, 
what difference does it make to the man whom an accountant represents 
whether he pays $100,000 in taxes, or $75,000 in taxes and $25,000 in expense 
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in litigating? The money that he uses to pay taxes plus expenses must 
come from precisely the same source. He can well afford to settle at a 
price slightly in excess of what he is advised he would get in litigation be- 
cause he gets an immediate decision. He knows the actual dollars and 
cents liability. It becomes final, and he can then direct his attention to the 
earning of more income. 


Believes Much Litigation Could Be Avoided 


In connection with the problem of reducing litigation, I would most 
certainly urge, if I were in the Society, that the regulations of the Treasury, 
as well as the rulings of the Treasury, conform reasonably to the statute. 
| could cite case after case where regulations are extended knowingly far 
heyond statutory authority. In my opinion, there is no possible justifica- 
tion for a practice of that kind. Bear in mind that when a rule is once 
written into the regulations, the gentlemen in the Treasury are bound, and 
the lawyers must then fight it out in litigation. The Treasury representa- 
tives must follow the regulations, even though the best legal advice in the 
world, including their own counsel, tells them that it is invalid. That, of 
course, is sound administration. But so long as regulations extend beyond 
the law, to the detriment of taxpayers, we are going to have litigation, in- 
evitably. 

It seems to me that accountants can well afford to press for a return 
to the days of closing agreements, so that they can get their cases closed 
finally —so that the taxpayer knows they are closed and the Government 
knows they are closed. The Government loses more than the taxpayer does 
by the reopening of cases, Statistics will show that. 

Finally, I am looking forward to the happy day when we can get ad- 
visory opinions from the Treasury. In my opinion, persons who are de- 
voting their lives to the administration of revenue laws as Government 
officials, should assume the original responsibility of interpreting those laws. 
They are being paid by the citizens. Their aim should be the accurate deter- 
mination of tax liability, whether it means refund or deficiency or accepting 
the return as filed. There should be a system under which taxpayers could 
secure advisory opinions by which the Government would be bound, so that 
transactions in contemplation might be ruled upon and if carried out in ac- 
cordance with the state of facts presented to the Treasury, be governed by 
the ruling. That is a little bit ahead, but it is something to drive forward to. 

Certainly accountants have a most active part to play in all of this. 
If I leave no other thought, let me repeat very seriously, go on and play it. 


Presented at the November, 1935 meetings on taxation of The New York State Society of Certified Public 
Accountants. 
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